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EDITORIAL
The international congress on account­
ing which was held in London the week 
beginning July 17th, was a greater
success than some of its sponsors had expected. There had been 
an unspoken fear that the general prevalence of financial difficul­
ties would prevent any considerable attendance of persons from 
other countries and even from the British Isles themselves. The 
program embraced a wide range of highly technical and interest­
ing topics and papers were read by representatives of most of 
the countries in which accountancy has made substantial pro­
gress. In addition to accountants of Great Britain and Ireland, 
there were representatives from the Scandinavian countries, 
Italy, Germany, Holland, France, the United States and 
elsewhere. All the leading British dominions had sent repre­
sentatives and the sessions of the congress somewhat resem­
bled a meeting of a league of nations. The difficulties of 
language were easily overcome and the discussions were con­
ducted with a liberality and a fraternity which was an eloquent 
testimony to the universality of professional interest and activity. 
The papers were printed in advance and were not read in full. 
The author of each paper or, in his unavoidable absence, a substi­
tute summarized the paper, and the discussion, organized some­
what in advance but open to all, followed the formal offering of 
each paper. The plan followed by the directors of the congress 
was much the same as that which obtained at the earlier con­
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the fourth international gathering. The first was held in St. 
Louis in 1904. Then came a long break, probably prolonged by 
the world war and its aftermath, and in 1926 the meeting of 
Amsterdam was held. The New York meeting took place in 
1929. The lapse of four years between the meetings of New York 
and London was longer than had been intended, but the acute 
depression of 1932 seemed to make impossible adherence to 
the original date set for that year.
Far-Reaching Effect of 
International Meetings
The effect of these international meet­
ings is difficult to measure. One can 
never trace the spread of influence when 
accountants of various countries meet and rub shoulders and find 
that there is no great merit in a too intense nationalism. That 
discovery alone is sufficient justification for the time and effort 
and expense of an international gathering. There is, however, 
in meetings of professional men a further effect which ultimately 
must redound to the advantage of the entire profession. It is 
often said in the United States that accounting is necessarily 
interstate in character. It is admitted that every accountant’s 
practice sooner or later must carry him over state lines into 
neighboring jurisdictions. It is almost equally true that account­
ing in its higher development is international rather than na­
tional. In these days when vast corporations girdle the earth, 
the work of the accountant runs parallel with the spread of 
corporate activity. Perhaps the individual accountant practis­
ing in London or Moscow or Chicago may never himself need to 
journey into other lands to carry out the duties of his vocation, 
but, if he be an accountant in a large way, he will have to send 
partners or subordinates over international lines to take care of 
the interests of his international clients. For the benefit of all 
accountants, therefore, the encouragement of a world view is 
eminently desirable. Possibly, also, it may be said that every 
international meeting of men or women helps forward the cause 
of peace. If we sit in our offices in our own countries and care 
nothing at all and know nothing at all about what accountants in 
other countries are doing, we shall not be greatly distressed at 
any breach of relationship between our country and theirs. On 
the other hand, if we know the accountants of France and Ger­
many and all the world, we shall learn to regard them as members 
of the same professional army, good fellows with whom we should 
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much regret to have any misunderstanding. The four interna­
tional congresses which have been held and the others we hope will 
follow will do a great deal to create that wide vision and interna­
tional fellowship which should be the glory of every profession.
Why Engage Public 
Accountants?
A correspondent writes to inquire why- 
corporations which have competent 
staffs of accountants directed by able 
comptrollers, chief accountants and the like should find it neces­
sary to engage the services of professional accountants for pur­
poses of audit and examination. He says that he can see little 
justification for the expense involved in what is known as inde­
pendent audit when a well qualified corps of men is already in the 
employ of the corporation. What, he asks, can the public ac­
countant do that the staff accountant can not? This is a rather 
familiar question which has been answered a great many times, 
but there are still people who do not grasp the true significance of 
audit. Every public accountant who is honest will admit that 
the accountants on the staff of corporations are generally as well 
grounded in technique and are sometimes more proficient than 
the average practitioner. The point is not that the accountant 
in public practice is a greater or better man than his fellow in 
corporation employ. It is rather that the professional account­
ant has a different job to do and does it perhaps in a way which no 
one but himself can do so well. The excellence of corporation 
staffs in the various accounting departments is so well recog­
nized by professional men that in most cases the results of what is 
known as internal check are regarded as acceptable without a 
great amount of testing or investigation. The public accountant 
takes for granted the accuracy and the skill of the accounting 
staff of the corporation. He does not attempt to do again what 
has already been done. If this were not so, accountants engaged 
to audit the affairs of any large corporation would find their labors 
so enormous as to be almost beyond accomplishment.
Cooperation Now 
Prevails
There was a time when there was a 
certain amount of jealousy or discon­
tent when the accountants employed by 
companies were required to submit their records to public audi­
tors. They felt perhaps that the very fact of the engagement of 
a professional auditor was a slur upon their probity. They re-
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sented, in many cases, what they called the interference of the 
public accountant. That time, however, is gone, and it is seldom 
that one hears the slightest complaint by corporation employees 
when the public accountant comes in to perform his totally 
different task. The correspondent who asks what the public 
accountant can do that the staff member can not do equally 
well is apparently considering accounting rather than account­
ancy. Everybody in the profession understands this point, and 
it may seem somewhat superfluous to present an argument on the 
other side in such a magazine as this, whose readers are largely 
members of the profession. The subject, however, is one of 
lasting interest and it may be well to point out briefly one or two 
of the factors which make professional accountancy a thing apart 
and its value a matter of public importance. The very meaning 
of the word auditor is perhaps a clue to the difference between 
accounting and accountancy. In the early days, auditors were 
appointed to hear the record of accomplishment. They were not 
to make the record but to hear it, consider it and then to indicate 
their opinion as to its accuracy or falsity. The accounting staff 
of a corporation keeps the records almost always as well as they 
could be kept. In every properly constituted company, the 
accounting department is one of the most efficient in the whole 
organization, but what the accounting department does must be 
reviewed and approved or adversely criticized by some one. 
Today there are few companies of any size whatever which are 
not incorporated. Their stocks and bonds are widely held and 
everyone whose investment is in corporate securities is entitled to 
know what are the results of operation. The average shareholder 
knows nothing whatever of accounting. Probably it would be 
safe to say that not five per cent of the stockholders of any im­
portant corporation could understand the accounting records 
which are kept by that corporation. If every shareholder were 
given free access to the books and other records, he would be 
entirely at sea and would have to find some help in discerning the 
facts.
Furthermore, however honest and thor­
ough may be the work of an accounting 
department, it is necessarily the corpo­
ration’s own production which has not been reviewed by any inde­





tion. A corporation which would willfully underestimate its 
success would be little less than superhuman. What the public 
accountant does is not ex parte. He is a kind of appraiser of 
values of intangible things. He knows the meaning of the ac­
counts which he reviews. He takes the balance-sheet and the 
profit-and-loss account and the surplus account and all the other 
financial statements which may be presented to him and he tests 
what has been done in the keeping of records. He verifies all the 
vital elements, and then as one who knows the meaning of things 
he says that he believes the condition to be good or bad or half­
way between. He tells the company in his report his expert 
opinion of what has been done and what is. If every artist were 
entrusted with the criticism of his own work, the expositions 
would never reject a painting. If every author were his own 
critic and the publisher would exercise no independent opinion, 
our printing presses would be running at an even more reckless 
rate of speed than they have these last twenty or thirty years. 
So, in like manner, if every corporation were its own final judge 
and arbiter, the issuance of securities would be a comparatively 
simple matter, because few would ever be withheld from public 
circulation.
There Must be Umpires There is always in every walk in life a need for an umpire. One can not im­
agine a baseball game conducted without such an officer. Few 
batsmen would ever be out. What pitcher would ever be guilty 
of sending a man to base on balls? The public accountant has 
his impartial status in this great and thrilling game of business. 
He knows the rules. He knows the players. All the spectators 
up in the grandstand and on the bleachers will rely on him, if he be 
a true umpire at heart, to see that the game is conducted fairly 
and that every one who paid the price of admission shall have a 
fair deal. The fact of an umpire does not indicate any moral 
obliquity in any player. An umpire is needed because he can see 
both sides when often the players, because of their position in the 
game, can see only their own. Answering a little further the 
question of our correspondent, we might point to the enormous 
increase in the scope of professional accounting within recent 
years. Private accounting, if one may use such an expression, 
has grown quite as rapidly as the professional section of account­
ing. If the employees of corporations had been losing ground
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there might be some excuse for criticizing in an unfavorable way 
the growth of professional practice, but the truth is that side by 
side public accounting and private accounting have made enor­
mous strides and all the while they have been keeping step. 
Evidently, therefore, there is need for both. An army may have 
both infantry and cavalry without in any way reflecting on the 
value of either branch of the service. They are simply not doing 
the same task in the same way.
For three years past, everybody who 
had the spirit of manhood in him has
been preaching the virtues of optimism. Governments, corpora­
tions, associations, churches, schools and the people themselves 
have been shouting from the house-tops that all we need is opti­
mism. If only we would look upon the bright side and remember 
that depressions come but they also go; if we would count our 
blessings and deal lightly with our misfortunes; if we would carry 
on—all would be well. Optimism has become with us something 
of a creed. We have not all believed in it but we have felt a sort 
of religious obligation to write it into our professed faith. Now 
the turn in the tide has come. Business is slowly struggling back 
toward prosperity. There is a long road to go and there will be 
many disappointments on the way, but nevertheless it would be 
difficult to find a man or woman anywhere in the United States 
who did not at heart believe that we have passed the worst. 
Coming up out of the depths we are bringing with us this credo 
which sets optimism ever before our faces. We have been telling 
ourselves for years that what we need to do is to look up, and now 
we are all busily engaged in obeying our own mandate. Indeed 
we are beginning to look up so much and so high that we are in 
grave danger of overlooking what is at our very feet. We are so 
entranced with the view of the distant mountains in the realm of 
good times that we are in peril of thinking ourselves already 
there. We should pause once in a while and remember that 
while optimism is an excellent creed in times of depression, it is a 
very dangerous tenet when times have much improved. It was 
optimism from 1922 to 1929 which brought about the amazing 
fantasy which suddenly vanished in October, 1929. If we had 
kept our feet on the ground a little more firmly we might never 
have tried to climb so high into the clouds. And now we are apt 




The Day Has Not 
Fully Dawned
We are either incorrigible optimists or 
heart-broken pessimists. We do not 
seem to be able to walk in the middle 
of the road. Although business has not gone far forward from 
the depths toward the heights, many men who should have better 
sense are already proclaiming that we have come into the new 
day. The sun is shining and will never go down again. The 
night is forgotten. Herein is a grave menace. Optimism has 
served its purpose. We have sought it sorrowing. We have 
proclaimed belief in it when we did not really believe, but now 
when there seems to be some reason for cheerfulness this opti­
mism has become a bad companion in our thoughts. People are 
talking now about the profits they are going to make, about the 
great bull market which is just beginning to bellow. Of course, 
there will be profits and of course there will be a bull market and 
unemployment will decrease and wages perhaps will advance, but 
these things have not yet truly come to pass—and in the mean­
time we have that long way to climb. Here is a point where the 
accountant can render an incalculably great service to the cause 
of true prosperity. He is the one arbiter who stands a little 
apart and looks on while the army goes ahead. He can give 
many a word of warning against the dangers of over-expansion, 
against premature anticipation of profits, against forgetfulness 
of the errors which led to the great debacle. As an accountant 
he has no personal part in the march. He is merely to guide and 
to suggest and to warn. Of course he will rejoice as times im­
prove and pecuniarily he will benefit from the general improve­
ment, but he is not an integral part of the corporations whose 
prosperity is partly in his hands. He can perform a task of 
stupendous effectiveness by a dispassionate insistence upon fact. 
His clients may be forgiven perhaps for a little too much hilarity 
after a night of mourning, but if he be true to his trust he can not 
forget what has happened and why it happened, and he will 
always bear in mind that it probably will happen again. It 
certainly will happen again if we run into the same kind of mad 
exuberance which made us think, back in 1928 and early 1929, 
that market values had nothing to do with worth and that the 
whole world was rushing forward to a pinnacle of prosperity 
upon which it would rest forever. It seems strange after the 
doleful days to have to warn against too much optimism. In­
deed, it is pleasant to feel that such a warning is even permissible.
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But the danger is imminent. If we make the most of returning 
activity and convalescence we shall soon be well and strong, but 
it would be rather silly to lay in a case of champagne when the 
physician has forbidden us for a while anything but beer.
The Cost of 
Employment
Glory and honor are being claimed by 
some of the companies and people who 
have been reducing the numbers of un­
employed. We hear of so many thousand men being engaged by 
this industry and so many hundred by that and we hear of wage 
increases, though not many—and all of us who do not investigate 
are much impressed. There has been, it is true, a substantial re­
duction in the numbers of men and women out of work in the 
United States and that, generally speaking, is good, but there have   
been a few instances in which the addition of men to the personnel 
of the plant or industry has not been as purely benevolent as some 
people would have us believe. For example, if in order to find 
work for a thousand men it becomes necessary to dispense with 
five hundred men who are already employed, that is not a draft of 
a thousand upon the ranks of the unemployed, but a net draft of 
five hundred. Some manufacturers and some heads of companies 
exploiting natural resources are alleged to have discharged all the 
men who were getting substantial wages and to have replaced 
them perhaps by more men but at a less rate of wage even in the 
aggregate. That is not altogether helpful. As a matter of fact, 
the men who have been employed through the times of stress have 
probably been the best men available. A man who could not do 
his work satisfactorily was certain to have been discharged long 
ago. Now when there is a great hue and cry for making jobs, it 
helps not at all to throw good men out of work and to employ men 
who probably on the average are not so good as their predecessors. 
It would be interesting, if all the facts were known, to see how 
many men have been discharged to make room for others. We 
are in a period of upheaval and uncertainty. All the economic 
theories which have been evolved through the years are in danger 
of passing into the discard. The new deal which is being tried 
may in the long run lead us into a better day than any we have 
ever known, but no one can be sure of that. We are experiment­
ing. We are pursuing the system of trial and error and we hope 
that we shall find some panacea which will heal all our wounds. 
It may be possible to increase wages and to increase numbers of
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employed while all the time we are talking about keeping down 
production so as to enable demand to overtake supply. But if the 
process of change is to result in the unemployment of people who 
have done good work and have constituted the backbone of in­
dustry, it does not seem possible that thus we shall improve the 
condition of affairs. Probably many of the rumors which are cur­
rent to the effect that former employees have had to give way to 
new men and women are not all true. Certainly the volume of 
business is greater than it was and consequently there must be a 
net increase in employment. But the point upon which we should 
like to have accurate information is the cost in labor which has 
been necessary to bring about the employment of labor which had 
not been employed. When a great flourish of trumpets announces 
that a company has added many men to its payroll it would be 
well to hear also if any former employees have been laid off to 
make room for the new.
Some of us are fond of deceiving ourselves 
into the belief that prices of some of the 
costs of living are going back, if they have not already gone back, 
to where they were before the war. Let us take for example, the 
question of rents, particularly in large cities. It is absolutely im­
possible to expect that landlords will be able to provide space in 
apartment houses and office buildings and the like at prices as low 
as they used to be. We are not buying the same facilities that we 
formerly thought good enough. We want all the most modern 
equipment and larger rooms and better service and a host of com­
forts that have been invented since the old days when rents were 
comparatively low. It is a very different thing to have to supply 
artificial refrigeration, rapid elevator service, the most modern 
systems of heating and all that we now demand, from supplying 
what the landlord of 1913 was expected to offer. If we could be 
content with what we thought was good in that year, we could 
probably have rents at least as low or lower than they were then. 
But who would dream in these luxurious times of dispensing with 
any of the things which we have come to regard as necessary? 
Then again taxes, which are the fundamental cause of most of our 
difficulties, are geared up to a point which is almost confiscatory, 
and the owner of a building has expenses he must meet that 
inevitably raise the carrying charges and make it compulsory for 
him to ask a rental far in excess of those which prevailed twenty
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years ago. In these two decades everything has changed, noth­
ing more than the tone of living. It would be deplorable if we had 
to give up all the comforts to which we have become accustomed. 
Yet it is absurd to think that we can obtain all these extra things 
at a price no higher than we paid for the simplicity we enjoyed in 
the ante-bellum years. It is simply a question of mathematics. 
If facilities are numerous and costly the price paid for them must 
be correspondingly high or he who provides those facilities must 
bear a heavy loss. All this is truism, but people are apt to over­
look it and to be restive under charges which they regard as ex­
cessive when in fact in proportion to what they receive the charges 
are no higher than they were before the war. Our whole scheme 
of living is different and it would be salutary if every one would 
remember that while he is paying more than his fathers paid he is 
receiving a great deal more in exchange for what he pays. This 
has been said a hundred times, but still the people do not seem to 
grasp the truth. Accountants who are concerned with cost know 
the facts and it can do no harm whatever if they remind their 
clients and acquaintances that the elements of cost are more 
numerous than they were and that ordinary fairness requires 
payment for what is given.
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By L. L. Briggs
Many corporations throughout the country are taking advan­
tage of a depressed stock market to purchase their own shares, 
thereby creating treasury stock. The attitude of the courts 
toward such stock is the subject of this article.
Most courts consider treasury stock to be corporate shares 
which have been issued and outstanding but later have been 
acquired by the issuing company through purchase, donation or 
in some other manner. While this conception applies to business 
corporations in general it apparently does not apply to mining 
companies. In State v. Manhattan Verde Company (1910) 32 Nev. 
474, the court said that treasury stock of such companies is:
. . such stock as is set aside for the actual development of the 
property.” Obviously, mining corporations may set aside un­
issued stock for developmental purposes and these shares may be 
classed as treasury stock.
In the absence of express authorization the English courts deny 
the right of a limited company on common-law principles to 
purchase its own stock. It is universally admitted in that coun­
try that a corporation has no authority to make a business of 
trafficking in its own shares (Ashbury Railway Carriage and Iron 
Company v. Riche (1875) L. R. 7 H. L. 653).
Let us trace the development of the English rule. In Teasdale's 
case (1873) L. R. 9 Ch. App. 54, Lord Justice James said by way 
of dictum:
“There is no doubt that a company may give itself power to purchase its own 
shares, to take surrender of shares and to cancel certificates of shares.”
At a later date, the same court changed its mind. In Hope v. 
International Financial Society (1877) 4 Ch. D. 326, it said:
" I am reported to have said in Teasdale's case that the power to purchase 
shares would be good. I am not quite sure whether that was not too wide a 
deduction from the cases to which I was then referring, and certainly it was not 
necessary for the decision of the case.”
However, Lord Justice James states that a corporation may ac­
cept the surrender of its shares from a shareholder who can not 
pay and may release him from further liability.
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In Guinness v. Land Corporation of Ireland (1882) 22 Ch. D. 
349, Lord Justice Cotton, after referring to section 380 of the 
companies act, said:
“From that it follows that whatever has been paid by a member can not be 
returned to him. In my opinion, it also follows that what is described in the 
memorandum as the capital can not be diverted from the objects of the society. 
It is, of course, liable to be spent or lost in carrying on the business of the com­
pany, but no part of it can be returned to a member so as to take away from the 
fund to which the creditors have a right to look as that out of which they are 
to be paid.”
The leading English decision on the right of a company to buy 
back its own stock is Trevor v. Whitworth (1887) L. R. 12 A. C. 
409. This decision involves a flannel manufacturing corporation 
with two sections of its articles of association giving the company 
power to purchase any of its outstanding shares and to sell, dis­
pose of them or to extinguish them. The question before the 
house of lords was whether a company could lawfully purchase its 
own shares by any method other than that which the statute pro­
vided with respect to the reduction of capital. Lord Herschell 
said:
“What was the reason which induced the company in the present case to 
purchase its shares? If it was that they might sell them again, this would be a 
trafficking in the shares, and clearly unauthorized. If it was to retain them, 
this would be to my mind as indirect method of reducing the capital of the 
company.”
Since both trafficking in shares and the reduction of capital in 
any manner other than that prescribed by parliament are illegal, 
the house of lords decided that the purchase was illegal because 
the act was in excess of corporate capacity and was inconsistent 
with the nature of corporate organization. Parliament has given 
this decision statutory approval in the companies act of 1929.
In Bellerby v. Rowland (1902) 2 Ch. 14, the directors surrendered 
their shares to the corporation to make good a loss for which they 
were not liable. These shares were not paid in full. Thereafter 
the company prospered and the directors sued for the return of 
their shares and they were able to recover them. The transfer 
was held to be ineffective because it released the directors from 
liability on calls. Collins, master of the rolls, said that there is: 
"... no distinction in principle between returning to shareholder a part of 
the paid-up capital in exchange for his shares and wiping out his liability for the 
uncalled-up sum payable thereon. Both methods involve a reduction of the 
capital ...”
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According to the English view, if a company give a shareholder 
anything in return for his stock, the corporation’s capital, in 
the sense of assets, is reduced. The nature of the corporate 
idea prohibits this method of getting rid of corporate property. 
Consequently, a company must follow the statutory procedure 
for reduction of capital stock in order to purchase its own 
shares.
England, however, permits unlimited companies to buy back 
their own shares. In In re Borough Commercial and Building 
Society (1893) 2 Ch. 242, the court held that the rule of Trevor v. 
Whitworth does not apply to such companies and made this 
statement:
“ By the very force of the terms, it is plain that in the case of an unlimited 
company the creditors know that there is no fixed capital, and, therefore they 
have no right to complain, if I may use that term, of a reduction of that which 
has never been fixed in any way. There is nothing in the companies acts pro­
hibiting such purchases.”
England allows certain exceptions to the rule of Trevor v Whit­
worth. In case of consolidation or reorganization of companies, 
dissenting shareholders have the right to an appraisal and the 
payment of the value of their shares by their company. How­
ever, a dissenter is still liable to creditors of the company after he 
has received payment for his shares (Part's Case (1870) L. R. 10 
Eq. 622) unless the creditors have agreed to look solely to the 
transferee company for the satisfaction of their claims (Taurine 
Company, Anning and Cobb's Case (1878) 38 L. T. R. 53). Eng­
land permits a company to forfeit its shares for non-payment of 
calls and to receive shares as a voluntary gift or bequest (In re 
Denver Hotel Company (1893) 1 Ch. 495; Kirby v. Wilkins (1930) 
142 L. T. R. 16).
Canada follows the English rule. In Alberta Rolling Mills 
Company v. Christie (1919) 58 Can. Sup. Ct. 208, Christie refused 
to purchase stock of the defendant corporation unless his property 
would be increased in value by the erection of a steel plant in his 
town, so the company agreed to take back his stock and refund 
the amount of his subscription if the plant was not built in that 
location. The company refused to erect the plant or to rescind 
the stock purchase, whereupon Christie brought suit to recover 
the amount paid for the stock. Justice Anglin dismissed the suit 
on the ground that there is no power in a corporation to acquire 
its own stock.
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The courts in various jurisdictions of the United States do not 
agree as to the right of a corporation to purchase its own shares of 
stock. According to Justice McIlvaine in Coppin v. Greenless and 
Ransom Company (1882) 38 Oh. St. 275:
“ The power of a trading company to traffic in its own stock, where no author­
ity to do so is conferred upon it by the terms of its charter, has been a subject 
of much discussion in the courts; and the conclusions reached by the different 
courts have been conflicting.”
A few courts have followed the English rule, with some qualifi­
cations, as being more conservative than the majority rule (Mary­
land Trust Company v. National Mechanics' Bank (1906) 102 Md. 
608; Morgan v. Lewis (1888) 46 Oh. St. 1). In Morgan v. Lewis, 
Chief Justice Owen held that a corporation may not traffic in its 
own shares and said:
“We have no disposition to call in question the general and well recognized 
principle that a corporation cannot buy its own stock.”
According to Justice McIlvaine, in Coppin v. Greenless and Ran­
som Company (1882) 38 Oh. St. 275:
. “. . . the right of a corporation to traffic in its own stock, at pleasure, ap­
pears to us to be inconsistent with the principle of the provisions of the present 
constitution ...”
Two eminent authorities on corporation law, Morawetz (1 Cor­
porations (2d edition, 1886) 109) and Machen (Corporations, sec. 
626) support the minority doctrine.
Let us review the arguments against the right of a corporation 
to buy back its own shares. It has been held that a corporation 
is a legal personality of limited powers and is capable of perform­
ing only such acts as are expressly authorized by the state {Cart­
wright v. Dickinson (1889) 88 Tenn. 476). In Coppin v. Greenless 
and Ransom Company (1882) 38 Oh. St. 275, Justice McIlvaine, in 
discussing the power of a corporation to acquire treasury stock by 
purchase, made the following statement:
“ But, nevertheless, we think the decided weight of authority both in England 
and in the United States is against the existence of the power, unless conferred 
by express grant or clear implication. The foundation principle, upon which 
these latter cases rest, is that a corporation possesses no powers except such as 
are conferred upon it by its charter, either by express grant or necessity impli­
cation ; and this principle has been frequently declared by the supreme court of 
this state; and by no court more emphatically than by this court.”
It was decided by the court in Hunter v. Garanflo (1912) 246 
Mo. 131, that if the statutes or charter give no definite grant of 
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power to a corporation to buy its own shares such a purchase is 
invalid. In State v. A. & N. R. R. (1888) 24 Neb. 144, the court 
held that the enumeration of powers which a corporation may 
exercise implies the exclusion of all others, so a purchase of treas­
ury stock would be invalid unless specifically authorized.
The purchase of its own shares by a corporation has been held 
to be in excess of corporate capacity because such a transaction 
does not fall in line with the nature of corporate organization. 
In Trevor v. Whitworth (1887) L. R. 12 A. C. 409, Lord Herschell 
said:
“ It appears to me that ... it is inconsistent with the essential nature of a 
company that it should become a member of itself.”
Some have argued that the power to acquire treasury stock 
by purchase is not necessary to carry on the corporate business in 
a satisfactory manner (27 Harvard Law Review 747). Justice 
McIlvaine, in Coppin v. Greenless and Ransom Company (1882) 
38 Oh. St. 275, said:
“ But where the sole object of the corporation is, as in this case, ‘ for manufac­
turing purposes,’ it can not be said in any just sense that the power to acquire, 
invest in or convey its own stock was either necessary or convenient for 
'manufacturing purposes.’ ”
No state would permit a corporation to be organized for the 
sole purpose of trading in its own shares because corporations are 
allowed only for socially useful purposes. A corporation has no 
authority to make its business that of buying and selling its own 
shares. It has been held that the purchase by a corporation of 
its shares is a breach of a fundamental agreement among the share­
holders themselves and also with the state. The shareholders 
who sell their stock to the corporation leave their liability to be 
borne by the remaining shareholders.
Many courts have held that corporations should be prohibited 
from buying their own stock because such purchases reduce the 
funds available to creditors and thereby impair their security 
(Whaley v. King (1918) 141 Tenn. 1; Kom v. Cody Detective 
Agency (1913) 76 Wash. 541). Persons who deal with a corpora­
tion rely upon the amount of its capital stock and have a right to 
assume that this asset will remain undiminished. If a corpora­
tion pays for its own shares out of capital, it undoubtedly reduces 
the amount available for the satisfaction of creditors’ claims 
(Crandall v. Lincoln (1884) 52 Conn. 73). Furthermore, the 
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rights of creditors are injured if the purchase is from surplus, 
because the number of persons to whom creditors may resort is 
reduced. Treasury stock of an insolvent corporation is utterly 
worthless to creditors (In re Tichenor-Grand Company (1913) 
203 Fed. 720).
In discussing this subject in Coppin v. Greenless and Ransom 
Company (1882) 38 Oh. St. 275, Justice McIlvaine said:
“ If the right of a corporation to purchase its own stock at pleasure exists and 
is unlimited, where is the provision intended for the benefit of creditors? . . . 
They have a right, however, to assume that stock once issued, and not called 
back in the manner provided by law, remains outstanding in the hands of stock­
holders liable to respond to creditors to the extent of the individual liability 
prescribed.”
The following statement was made by the court in Savings 
Bank v. Wulfekuhler (1877) 19 Kan. 60:
"For a bank to use its funds in the purchase of stock . . . might also impair 
or even destroy all security given by law to creditors of the bank. The law 
provides in effect that not only the bank with all its property shall be liable 
for its debts, but also that each stockholder in the bank to the amount of his 
stock shall also be liable. But if a bank may purchase all its stock, and own 
itself, then where would be the security to the creditors?
The power of the directors of a corporation to purchase its stock 
gives them the power to give preference to favored stockholders 
by allowing them to withdraw their contribution to a venture in 
which they have lost confidence (Crandall v. Lincoln (1884) 52 
Conn. 73). They may permit the favored stockholders to with­
draw at an advantageous price (Grasselli Chemical Company v. 
Aetna Explosives Company (1918) 258 Fed. 66). According to 
Justice McSherry, in Maryland Trust Company v. Mechanics' 
Bank (1906) 102 Md. 608:
"The enforcement of the contract of purchase would result in security to 
the shareholders whose stock the corporation purchased at a higher price for 
their shares than could be realized by the remaining stockholders from the 
assets of the concern . . . and thus the capital of the concern might be di­
verted from its legitimate channels and be used for the benefit of recalcitrant 
or cantankerous members to the detriment of confiding shareholders.”
In the case of banks with double liability, the stockholders 
whose shares are bought by the bank escape and leave the re­
maining shareholders with the entire burden of satisfying creditors.
If directors offered to purchase from all stockholders in propor­
tion to their holdings, the action would not be so objectionable, 
but such offers are rarely made. In Shoemaker v. Washburn 
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Lumber Company (1897) 97 Wis. 585, it was held that the rule 
requiring ratable treatment of shareholders in case of reduction of 
capital does not apply when a corporation purchases its own 
stock. It is interesting to note in passing that in Berger v. 
United States Steel (1902) 63 N. J. Eq. 809, the court decided that 
companies desiring to purchase their own stock must offer to buy 
from all equally. So far as I have been able to determine, this 
rule is not enforced in any jurisdiction, not even New Jersey itself, 
for section 29 of the compiled statutes of that state authorizes a 
non-ratable purchase. Where purchases are non-ratable the 
relative status of the remaining stockholders is disturbed.
It is possible that directors may purchase their corporation’s 
shares in such a way as to keep themselves in power and to get 
rid of certain stockholders. In Trevor v. Whitworth (1887) L. R. 
12 A. C. 409, Lord MacNaghten asked:
“ Who are the stockholders whose continuance in a company its executives 
consider undesirable? Why, the shareholders who quarrel with the policy of 
the board, and wish to turn the directors out; the shareholders who ask ques­
tions which it may not be convenient to answer; shareholders who want in­
formation which the directors think it prudent to withhold. Can it be con­
tended that when the policy of directors is assailed, they may expend the capital 
of the company in keeping themselves in power or in purchasing the retirement 
of inquisitive and troublesome critics?”
The house of lords decided that corporate directors can not buy 
shares for this purpose. In the same decision, Lord Herschell 
said:
“I can quite understand that the directors of a company may sometimes 
desire that the shareholders should not be numerous, and that they should be 
persons likely to leave them with a free hand to carry on their operations. But 
I think it would be most dangerous to countenance the view that, for reasons 
such as these, they could legitimately expend the moneys of the company to 
any extent they please in the purchase of its shares. No doubt, if certain share­
holders are disposed to hamper the proceedings of the company, and are willing 
to sell their shares, they may be bought out; but this must be done by persons, 
existing shareholders or others, who can be induced to purchase the shares, 
and not out of the funds of the company.”
The purchase of treasury stock with corporation funds in part 
contributed by a minority opposing the transaction may enable 
a rival majority to get a stranglehold on the affairs of the corpora­
tion, because the amount of votable stock is at least temporarily 
decreased and the influence of the majority is made correspond­
ingly greater. In some jurisdictions it is possible for the directors 
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to convert a minority interest into a majority interest by the 
purchase of the corporation’s shares (Elliot v. Baker (1907) 194 
Mass. 518; Luther v. Luther (1903) 118 Wis. 112).
When a corporation buys its own shares, the enterprise in 
which the stockholders originally invested is not the same. 
Justice Timlin, in his dissenting opinion in Gilchrist v. Highfield 
(1909) 140 Wis. 476, made the following statement:
“ The purchase by a corporation of its own stock not only changes the frac­
tional interest of a dissenting stockholder against his will but it changes the 
character of the property in which he has an interest, . . . The stockholder 
may have depended upon a certain amount of capital which has been reduced.”
The readjustment of voting strength attendant upon the pur­
chase of treasury stock usually injures the small non-assenting 
stockholder. However, if no other purpose than the gain of 
control motivated a purchase, the courts might intervene at the 
request of objecting stockholders in some jurisdictions. In 
O'Connor v. International Silver Company (1904) 68 N. J. Eq. 67, 
Vice-Chancellor Pitney said:
“. . . the scheme of corporate management is that of a representative gov­
ernment, in which the representatives are bound to be governed by and repre­
sent only the interests of those they represent. Hence any device or practice 
which in any wise or to any degree diminishes or prevents the exercise of the 
right of each of the active owners to have a voice in the election of directors 
precisely in the proportion to the amount of his interest is vicious and in posi­
tive contravention of the fundamental principle upon which corporations are 
built up.”
Some courts have held that a purchase of its own stock by a 
corporation may be considered a reduction of capital for a time at 
least (Burke v. Smith (1929) 111 Md. 624; Morgan v. Lewis (1888) 
46 Oh. St. 1). Although the shares are not retired and are carried 
on the books as treasury stock, the stock is not outstanding and the 
effect is the same as that of reduction because the directors can 
keep the stock in the treasury for an indefinite period. The courts 
that have adopted this view have refused to imply any power 
in corporations to make such purchases {Abeles v. Cochran 
(1879) 22 Kan. 405; Crandall v. Lincoln (1884) 52 Conn. 
73). Chief Justice McSherry made this statement in Mary­
land Trust Company v. National Mechanics' Bank (1906) 102 
Md. 608:
”... a corporation . . . diminishes its capital to the extent of the shares 
purchased, ...”
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According to Lord Herschel! in Trevor v. Whitworth (1887) 
L. R. 12 A. C. 409:
“And the strongest precautions to prevent the reduction of the capital of a 
limited company, without due notice and judicial sanction, would be idle if the 
company might purchase its own shares wholesale and so effect the desired 
result.”
Morawetz (Private Corporations (2d edition, 1886) 113) says that:
“ No verbiage can disguise the fact that a purchase by a company of shares in 
itself really amounts to a reduction of the company’s assets.”
Machen (Modern Law of Corporations, 514) states that a pur­
chase by a corporation of its own stock is “a subtle method of 
evading the rule against unauthorized reduction of capital.”
In Meisenheim er v. Alexander (1913) 162 N. C. 226, the court 
held that as between a stockholder and the corporation, a mere 
vote to release subscriptions and cancel shares reduced the capital 
in the sense that the shares no longer existed for any purpose, 
although there had been no attempt to carry out the statutory 
formalities for the reduction of capital stock.
The general corporation statutes of all jurisdictions provide a 
formal method for the reduction of capital stock. In most states 
it is no doubt contrary to legislative intent that a corporation 
shall effect an unannounced reduction of its announced capital 
stock by a purchase of its own shares and thus evade the statutes. 
In Delaware and Florida one of the statutory methods of reducing 
capital stock is through purchase of shares. Massachusetts, 
New York and Colorado require a charter amendment for the re­
duction of capital stock; Louisiana and North Dakota require 
the sanction of the stockholders; while practically every state and 
territory insists upon the filing of a certificate and the approval of 
some state officer. Yet all these states allow a corporation to buy 
its own stock and keep it in the treasury for an indefinite length 
of time. One of the latest statements of the prevailing rule is 
found in Thompson on Corporations (supplement, 1931) sec. 3685:
“ It is not illegal for a corporation to retire its stock if it has sufficient surplus 
so that the rights of creditors will not be adversely affected.”
If a corporation has no debts, it may purchase all of its own 
stock in some states. In Brown v. Fire Insurance Company of 
Chicago (1932) 265 Ill. App. 393, it was held that in the absence 
of unfair dealing or fraud of some kind, there is no reason why a 
corporation can not purchase all of its own stock and retire from 
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business and by this method distribute its assets to its stock­
holders. It would be impossible for a corporation to pay more 
than book value for all of its stock and, if it paid book value, there 
would be no difficulty because there would be nothing left of the 
corporate assets after the purchase. It is possible, however, for a 
corporation to buy back all of its stock for less than book value. 
In that case some assets would remain after all the stock had been 
purchased. Would the corporation vanish into nothing and leave 
these assets without an owner?
Advocates of the minority doctrine argue that a purchase of a 
corporation’s own stock from surplus is unjust because at the 
time of subscription the subscribers did not anticipate diversion 
of profits to permit a few members to retire their capital con­
tributions and thereby delay the payment of dividends to the 
others. If the purchase price is above the book value the share 
of the remaining stockholders in the surplus is lessened, while if 
the purchase price is below book value the interest of the rest of 
the stockholders in the surplus is increased. Sale of the stock 
to the corporation at book value does not affect the equity of the 
remaining stockholders. No matter what price is paid for the 
stock, surplus assets (in the payment) are paid out and conse­
quently are not available for dividends to the stockholders who 
have retained their shares in the company.
In the minority view a purchase by a corporation of its own 
stock is a nullity and may be set aside by an interested party. 
This may be done by the vendor (Darnell-Love Lumber Company 
v. Wiggs (1921) 141 Tenn. 113) or by a trustee of the corporation 
(Whaley v. King (1918) 141 Tenn. 1). The contract is so illegal 
that in Maryland Trust Company v. National Mechanics' Bank 
(1906) 102 Md. 608, the court held that a bank was not able to 
collect from the corporation a loan made to it for the purpose of 
such a purchase.
In Currier v. Lebanon Slate Company (1875) 56 N. H. 262, the 
court decided that a non-assenting stockholder may enjoin a pro­
posed purchase of its own shares by a corporation.
The advocates of the minority doctrine do not go so far as to 
say that there is a set rule that a corporation may not acquire its 
own stock. According to Chief Justice Owen, in Morgan v. 
Lewis (1888) 46 Oh. St. 1:
“. . . no inflexible rule has been recognized by this court, that a corporation 
may not in any case, nor for any purpose, receive its own stock. On the con­
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trary, the way is left open for the application of exceptions to the general rule 
in proper cases.”
Without express power given in its charter a corporation may 
take its stock incidentally in the ordinary course of business. 
Even though purchase is prohibited, many courts concede the 
right of a corporation to forfeit shares (Mitchell v. Blue Star 
Mining Company (1917) 98 Wash. 191; Lemoore Canal and Irriga­
tion Company v. McKenna (1912) 163 Cal. 736), because a com­
pany must have the power to recover stock when subscribers do 
not pay calls or assessments in order to protect itself from loss 
(Draper v. Blackwell (1903) 138 Ala. 182). In Trevor v. Whit­
worth (1887) L. R. 12 A. C. 409, Lord MacNaghten said:
“There can be no question as to the power of a company in a proper case to 
forfeit shares.”
Since forfeiture involves no outlay on the part of the corpora­
tion it would seem that there could be no objection to it. Lord 
Herschell, in Trevor v. Whitworth, says:
“The forfeiture of shares . . . does not involve any payment by the com­
pany, and it presumably exonerates from future liability those who have shown 
themselves unable to contribute what is due from them to the capital of the 
company.”
A similar statement was made by Lord Watson in the same 
decision.
If a stockholder voluntarily surrenders his shares where other­
wise forfeiture would be resorted to, the corporation may accept 
them {Alling v. Wenzel (1890) 133 Ill. 264). Such a creation of 
treasury stock is a harmless transaction {State v. Oberlin Building 
Association (1879) 35 Oh. St. 458; Crandall v. Lincoln (1884) 52 
Conn. 73). However, the surrender of shares calling for any 
monetary outlay is as objectionable as a purchase. According to 
Lord Herschell in Trevor v. Whitworth (1887) L. R. 12 A. C. 409: 
“Surrender . . . does not involve any payment out of the funds of the 
company. If the surrender were made in consideration of any such payment 
it would be neither more or less than a sale and open to the same objections. 
If it were accepted in a case when the company were in position to forfeit the 
shares, the transaction would seem to me perfectly valid.”
In the same decision Lord MacNaghten said:
“Surrender of shares stands on a different footing. It is not mentioned in 
the companies acts, but I conceive that there can be no objection to the sur­
render of shares which are liable to forfeiture. A surrender of shares in return 
for money paid by the company is a sale and open to the same objections as a 
sale, whatever expression may be used to describe or disguise the transaction.”
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In Hall v. Alabama Terminal (1911) 173 Ala. 398, the court held 
that it was a fraud on creditors for a corporation to purchase its 
shares in an attempt to discharge the liability of an original sub­
scriber for an unpaid subscription by the use of corporate assets. 
It has been decided in numerous cases that the cancellation of an 
enforcible claim against a subscriber was parting with valuable 
corporate assets (Sawyer v. Hoag (1873) 17 Wall. (U. S.) 610; 
Payne v. Brillard (1851) 23 Miss. 88; Harmon v. Hunt (1895) 116 
N. C. 678; Nichols v. Stevens (1894) 123 Mo. 96). According to 1 
Cook on Corporations (8th edition, 1923) sec. 168:
“The well-established rule, however, is that the corporate directors have no 
power to agree with a subscriber that his subscription shall be cancelled, unless 
such power is given by charter or statute or the by-laws of the corporation. 
The cancellation of a subscription differs little from a purchase by the corpora­
tion of its own stock.”
There is at least one contrary decision. In Shoemaker v. 
Washburn Lumber Company (1897) 97 Wis. 585, the court held 
that a release of unpaid subscriptions was valid against subse­
quent creditors. In his dissenting opinion in Grace Securities 
Corporation v. Roberts (1932) 164 S. E. 700, Justice Epes stated:
“. . . that where there is reasonable ground for belief that the subscriber is 
unable to meet his obligation to pay for the stock for which he has subscribed, 
courts will often uphold, as against non-assenting stockholders, and sometimes 
against creditors, the cancellation of a stock subscription.”
A corporation may acquire its own stock as security for an 
antecedent debt (Draper v. Blackwell (1903) 138 Ala. 182; German 
Savings Bank v. Wulfekuhler (1879) 19 Kan. 60). It may accept 
its stock as collateral for a debt and by enforcing its lien create 
treasury stock (City Bank v. Bruce (1858) 17 N. Y. 507; Williams 
v. Savage Manufacturing Company (1851) 3 Md. Ch. 452). In 
State v. Oberlin Building Association (1879) 35 Oh. St. 263, the 
court said :
“We do not deny that a corporation has power to receive shares of its stock 
as security for a debt or other similar purpose.”
However, the debt must not be otherwise collectible (Fitzpatrick 
v. McGregor (1909) 133 Ga. 332).
A corporation may take its own stock in compromise of a dis­
puted claim or a hopeless debt (Taylor v. Miami Exporting Com­
pany (1833) 6 Oh. 176; State v. Oberlin Building Association 
(1879) 35 Oh. St. 258). This is especially true when the debtor is
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insolvent (Bank v. Overman Carr Company (1899) 17 Oh. C. C. 
353). In Morgan v. Lewis (1888) 46 Oh. 1, Chief Justice Owen 
said:
"... the right of a corporation to take its own stock in satisfaction of a debt 
due to it, has long been recognized in this state.”
According to Justice McIlvaine in Coppin v. Greenless and 
Ransom Company (1882) 38 Oh. St. 275;
“ It is true, however, that in most jurisdictions, where the right of a corpora­
tion to traffic in its own stock has been denied, an exception to the rule has been 
admitted to exist, whereby a corporation has been allowed to take its own stock 
in satisfaction of a debt due to it. This exception is supposed to rest on a ne­
cessity which arises in order to avoid loss; ...”
In one of the latest treasury-stock decisions, Grace Securities 
Corporation v. Roberts (1932) 164 S. E. 700, Justice Epes, in a dis­
senting opinion, made this statement:
"... where the purchase of stock is made in good faith to save the corpora­
tion a loss upon a debt due it, the courts generally will uphold the transaction.”
A corporation may acquire its own stock in order to compromise 
internal dissension involving its stockholders (Cole v. Cole Realty 
Company (1912) 169 Mich. 347; Morgan v. Lewis (1888) 46 Oh. 
St. 6). Furthermore, it may get rid of opposition to legitimate 
corporate action by buying opposing shares (Stott v. Orloff (1933) 
261 Mich. 302).
A corporation may receive its shares by gift (Lake Superior 
Iron Company v. Drexel (1882) 90 N. Y. 87) or bequest (Rivanna 
Navigation Company v. Dawson (1846) 3 Gratt. (Va). 19; Sherman 
v. Shaughnessy (1910) 148 Mo. App. 679). It has been held that 
the power of a corporation to accept a bequest of outstanding 
shares could be questioned only by quo warranto. (See Fayette 
Land Company v. Louisville and Nashville R. R. (1896) 93 Va. 
274).
When stockholders are subject to double liability or the shares 
are only partly paid up, a gift destroys the security of the creditors 
(Bellerby v. Rowland (1902) 2 Ch. 14). In Barth v. Pock (1916) 
155 P. 282, many of the shareholders of a state bank donated a 
third of their stock to the bank for it to sell for the purpose of 
building up a surplus. While the stock was still unsold the bank 
failed and a creditor sought to enforce the statutory double 
liability on the unsold shares against the donors. The court held 
that the donors were liable. In Crease v. Babcock (1842) 10 Metc 
183
The Journal of Accountancy
(Mass.) 525, the court decided that where a statutory liability 
was imposed upon stockholders that this liability was not in­
creased by the presence of some of the stock in the hands of the 
corporation.
In Condouris v. Imperial Tobacco Company (1893) 22 N. Y. 
Supp. 695, the court held that there could be no objection to 
treasury stock created by operation of law.
When a corporation has issued and sold more stock than it is 
authorized to issue, it may repurchase enough of its shares to cor­
rect the wrong it has done (Kelly v. Central Union Fire Insurance 
Company, 101 Kan. 91).
Under the minority doctrine a purchase of its own shares by a 
corporation is ultra vires (4 Thompson on Corporations, 2d edi­
tion, secs. 4075, 4076; Maryland Trust Company v. National 
Mechanics' Bank (1906) 102 Md. 608; Wilson v. Torchon, 149 
S. W. 1156) but the transaction is not so objectionable as to justify 
quo warranto against the corporation (State v. Minnesota Thresher 
Manufacturing Company (1889) 40 Minn. 213).
The majority rule in the United States is that a corporation 
may acquire its own stock for legitimate corporate purposes if the 
rights of creditors are not involved (Wolfe v. Excelsior (1921) 270 
Pa. 547; Federal Mortgage Company v. Simes (1932) 245 N. W. 
169; Wolff v. Heidritter Lumber Company (1932) 163 A. 140; 
Brown v. Fire Insurance Company of Chicago (1932) 265 Ill. App. 
393).
Let us see what the courts have said about this rule. In 
Fremont Carriage Manufacturing Company v. Thomsen (1902) 
65 Neb. 370, this statement appears:
“The overwhelming weight of authority is that, unless prohibited by the 
statute or its own charter, a corporation may purchase its own shares of stock, 
to a reasonable amount, and for a legitimate purpose.”
According to the court in United States Mining Company v. 
Camden, 106 Va. 663:
“ In the absence of charter or statutory prohibition, it is well settled, indeed 
the prevailing doctrine in the United States, that corporations may purchase, 
hold and sell shares of their own stock provided they act in good faith and 
without intent to injure their creditors.”
In Atlanta v. Smith (1909) 141 Wis. 377, Justice Marshall said:
“ By a long line of decisions here, in the absence of a plain statutory provision 
to the contrary, and we have none, or such provision in the articles of organiza­
tion of the corporation, a corporation may, in general, so long as it acts in good 
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faith by authorization of its governing body, lawfully purchase its own stock, 
either as to stockholders or present or future creditors, and without such 
authorization its officers may, acting in good faith, do so as regards consenting 
stockholders or such creditors.”
A per-curiam opinion in Chicago v. Marseilles (1876) 84 Ill. 643 
contains this statement:
"These authorities, we think, fully recognize the power of the directors of a 
company, when not prohibited by their charter, to purchase shares of stock of 
their company. It falls within the scope of the power of the directors to man­
age and control the affairs and property of the company for the best interests 
of the stockholders, and when they have thus acted, we will presume, until the 
contrary is shown, that the purchase was for legitimate and authorized pur­
poses."
Judge Nelson gave this dictum in Lowe v. Pioneer Threshing 
Company (1895) 70 Fed. 646:
"In the absence of a charter provision or statute forbidding it, there is no 
reason why the stock should not be purchased, at least with the profits derived 
from the business of the corporation, where all the stockholders assent thereto.”
A more precise statement of the rule is given by Justice Epes 
in his dissenting opinion in Grace Securities Corporation v. Roberts 
(1932) 164 S. E. 700:
" In the absence of statutory or charter authority or inhibition, a contract by 
a corporation to purchase its own stock will be upheld or enforced against the 
corporation, provided (1) that it is made in good faith without intent to injure 
creditors or stockholders who have not expressly or impliedly given their assent 
to or ratified the making of the contract; and provided (2) that at the time of 
performance compliance with contract did not, or its enforcement will not, in 
fact, injure creditors or nonassenting stockholders.”
Since corporations may obtain their own shares in so many 
other ways it would seem that there is nothing inherent in their 
nature to forbid the power of purchase.
The power to purchase its own stock may be incidental and 
necessary to accomplish the object for which the corporation was 
created. In Dupee v. Boston Water Power Company (1873) 114 
Mass. 37, the court held that a corporation chartered to purchase 
and operate water-power plants could lawfully sell its sites and 
receive its own stock in payment when its water-power privileges 
were no longer profitable.
It has been held that a grant to acquire property generally for 
corporate purposes gives an implied power to the corporation to 
acquire its own stock (Iowa Lumber Company v. Foster (1878) 49 
Iowa 26; Chapman v. Iron Clad Rheostat Company (1898) 62 
185
The Journal of Accountancy
N. J. L. 497). Statutes and charters may directly authorize a 
corporation to purchase real and personal property. There are 
many decisions to the effect that a corporation’s own shares are 
personal property.
Let us trace the development of the majority doctrine. So far 
as I have been able to determine, the first decision involving the 
purchase by a corporation of its own stock is Hartridge v. Rockwell 
(1828) R. M. Charlt. (Ga.) 260. In this decision it was held that 
a bank could invest its idle capital in its own stock which it could 
thereafter sell. Although the court was aware that creditors 
might be concerned with the transaction, it was thought that the 
substitution of the stock for the money in the treasury protected 
them. Judge Davies said:
“ If from the course of the business, or the state of things, the capital of the 
bank can not be usefully employed in loans, there can, I think, be no objection 
against the purchase of its own stock. In such purchase a part of the capital 
is withdrawn, but is represented by the stock purchased; ...”
The next case seems to be Taylor v. Miami Exporting Company 
(1833) 6 Ohio 177. In this decision the court said:
“ It appears from the testimony in the case, that they (the directors) were at 
one time largely and profitably employed in buying and selling the stock of the 
Bank of the United States. If they could so invest their funds, why have they 
not power to buy and sell their own stock, if they ‘think it most advantageous 
to the company? ’ We think they have such power; and having it, they may 
fix the price, the mode of purchase and of payment.”
City Bank v. Bruce (1858) 17 N. Y. 507 is the basis for the New 
York rule permitting purchase. Although the corporation ac­
cepted its shares in payment of an antecedent debt, the language 
of the decision favors granting the power generally. The supreme 
court of the United States in Commissioners of Johnson County 
v. Thayer (1896) 94 U. S. 631, cited this decision for the broad 
proposition that a corporation may purchase its own shares even 
though no debt is involved. In Burnes v. Burnes (1905) 137 Fed. 
781, the court states as settled law that:
"... in the absence of constitutional or statutory prohibition, corporations 
have inherent power to buy, to sell and retire their own stock.”
Justice Marshall, in Atlanta v. Smith (1909) 141 Wis. 377, said:
”... by a long line of decisions here ... a corporation . . . may, in 
general, so long as it acts in good faith . . . purchase its own stock ...”
Many courts have held that a purchase of its own shares by a 
corporation does not effect a reduction of its capital stock. In 
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Dupee v. Boston Water Power Company (1873) 114 Mass. 37, 
after stating that a corporation could buy and sell its own stock, 
the court said :
“There is nothing in the vote of the corporation, or in the action of the direc­
tors, which amounts to a reduction of capital, ...”
In Leonard v. Draper (1905) 187 Mass. 536, it was held that a pur­
chase by a corporation of its own stock was not a reduction of 
capital stock, because the shares were kept ready for reissue. In 
Borg v. International Silver Company (1925) 11 Fed. (2d) 149, a 
stockholder sued to enjoin his company from selling at auction 
some of its own stock obtained through dissolution of a subsidiary. 
The corporation had been organized under the laws of New Jersey 
which had provisions for stock reduction, but there had been no 
attempt to comply with them. The bill was dismissed and the 
decree affirmed on appeal, on the ground that the capital stock 
had not been reduced by the purchase of these shares. Judge 
Hand said:
“We do not see how it can be thought that the shares in question were in fact 
retired. The New Jersey statutes (section 27, N. J. Corporation Law (P. L. 
1896, p. 277)) prescribed a method by which this could be done, and there was 
no pretense of following it . . .”
The following statement is found in 1 Cook on Corporations 
(7th edition, 1913) 811:
“. . . a mere transfer of stock to the corporation, whether the corporation 
assumes to buy the stock or the stockholders simply surrender it, will in no case 
constitute a reduction, when no formal reduction of the capital stock is made.”
Treasury stock remains in existence while in possession of the 
corporation (2 Cook on Corporations (8th edition, 1923) sec. 313). 
At least one contrary decision is found in the court reports. In 
Allen v. Francisco Sugar Company (1912) 193 Fed. 825, it was de­
cided that a corporation has:
“. . . an inherent right, for a bona-fide purpose, to retire by purchase its 
capital stock.”
Morawetz (1 Private Corporations (2d edition, 1886) sec. 112) 
favors the contrary view.
When a corporation buys back its own stock it is not necessarily 
trading in shares, for such a purchase may not be for the purpose 
of profit but may be a necessary measure for carrying on the cor­
porate business (American Railway Frog Company v. Haven (1869) 
101 Mass. 398; Williams v. Savage Manufacturing Company (1851) 
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3 Md. Ch. 418). Trading means first a purchase and then a sale. 
If no sale is intended or made a mere purchase of stock can not be 
termed trading.
Courts following the majority doctrine insist that a corporation 
purchasing its own shares may do so only from surplus available 
for dividends (Hall v. Henderson (1899) 126 Ala. 449; Grasselli 
Chemical Company v. Aetna Explosives Company (1918) 258 Fed. 
66; Western and Southern Fire Insurance Company v. Murphy 
(1916) 56 Okla. 702). Such a purchase, if made in good faith, is 
valid even as against creditors (Tierney v. Butler (1909) 144 Iowa 
553; Wolf v. Excelsior (1921) 270 Pa. 547. In Cross v. Beguelin 
(1929) 252 N. Y. 262, the court of appeals said:
“When made, the agreement . . . was valid. The surplus existed. After 
the corporation became financially embarrassed and the surplus shrank to a 
deficit, the agreement became unenforceable against the corporation.”
A similar ruling was made in Richards v. Wiener (1912) 207 N. Y. 
59 and McIntyre v. Bements' Sons Company (1906) 146 Mich. 74.
In Williams v. McLave (1915) 154 N. Y. Supp. 38, the court held 
that when the judgment of directors has been fairly exercised on 
the basis of values as they then existed a purchase of a corpora­
tion’s own stock can not subsequently be impeached because val­
ues have later depreciated. In Barrett v. Webster Lumber Com­
pany, 175 N. E. 765, the court went even further and said:
“ The contention of the plaintiff that a corporation can not purchase its own 
stock except out of surplus profits can not be sustained.”
The purchase of treasury stock must not reduce the corporate 
assets to an amount less than its debts and liabilities (Marvin v. 
Anderson (1901) 111 Wis. 387) nor impair capital (Hamor v. 
Taylor Rice Engineering Company (1897) 84 Fed. 392). A pur­
chase by an insolvent corporation of its own shares either by cash 
or a note should be voidable (In re Smith Lumber Company (1904) 
132 Fed. 618; Buck v. Ross (1896) 68 Conn. 29). The reason is 
that such a purchase is a fraud on prior creditors, because it is a 
distribution of assets for which nothing of value to the creditors 
is received in return, and it is a fraud on subsequent creditors 
because they contracted on the faith of assets represented by the 
capital stock. In Buck v. Ross, the court said:
“ If a corporation, by a purchase of shares of its own capital stock, thereby 
reduces its actual assets below its capital stock and debts, or if the actual assets 
at that time are less than the capital stock and debts, such purchase may be set 
aside.”
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According to the facts of Matter of Fechheimer-Fishel Company 
(1914) 212 Fed. 357, a solvent corporation bought its own stock 
and gave a note for the purchase price. When the note matured 
the corporation was insolvent. The court held that payment was 
postponed to general creditors. This decision does not seem 
reasonable. Since the purchase did not impair the capital at the 
time it was made, a valid debt was created, for which the note 
was simply a promise to pay (See 14 Columbia Law Review 
451).
In Topken, Loring and Schwartz v. Schwartz (1928) 249 N. Y. 
206, the court of appeals said:
“The capital of a corporation is held in trust for its creditors, so that any 
agreement to purchase stock from a stockholder, which may result in the im­
pairment of capital, will not be enforced, or will be considered illegal if the 
rights of creditors are affected.”
According to the decision in Rasmussen v. Roberge (1927) 194 
Wis. 362, a purchase of a company’s own stock is legal if it does 
not bring outright insolvency. There is at least one contrary 
decision. In In re Castle Braid Company (1906) 145 Fed. 224, 
the court held that an insolvent company might with the consent 
of all its stockholders purchase a majority of its shares, although 
such purchases involved the use of its capital. This decision 
is not in harmony with others on the point.
So far as creditors are concerned, the acquisition of treasury 
stock by purchase when a corporation is insolvent has precisely 
the same effect as the transfer of capital to the stockholders by the 
payment of a dividend. This, we know, is illegal.
Rights of creditors are involved in any return of capital to stock­
holders if the consideration given by them is simply a surrender of 
their stock. In Booth v. Union Fibre Company (1919) 171 N. W. 
307, a corporation promised to redeem its preferred stock at a 
specified price at a specified date, but when that date arrived the 
liabilities of the company exceeded its assets. The court held 
that the holders of the preferred were not entitled to redemption 
of their stock because the effect of redemption would be to imperil 
the rights of creditors. According to the facts of Johnson v. 
Canfield Swigart Company (1920) 292 Ill. 101, a corporation 
paid assets to stockholders to such an extent that it became in­
solvent. Existing creditors were paid by creating other creditors 
in their place. The court decided that the stockholders must 
refund.
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In Atlanta v. Smith (1909) 141 Wis.377, Justice Marshall gives 
the following summary:
“ In other words, a purchase by a corporation of its own stock known by the 
parties to the transaction, or which ought to be known by them, to render it 
insolvent, is not a purchase in good faith as to existing creditors and not such to 
future creditors if the parties to the transaction contemplate that the corpora­
tion will continue to do business and incur indebtedness, as before, on the faith 
of its previously supposed solvency continuing. In such a case the stock­
holder surrendering his stock is to be regarded as having acted fraudulently, 
at least constructively, as to existing creditors and subsequent creditors as well, 
and held, as to the latter, estopped by his conduct from denying his continu­
ance as a stockholder so far as such denial to effect would prejudice such credi­
tors trusting the corporation upon the appearance of solvency, and such con­
tinuance is necessary to liability to the corporation for the benefit of creditors 
or to statutory liability to them.”
The courts do not permit a corporation to purchase its own 
stock if creditors are injured thereby (Fremont Carriage Manu­
facturing Company v. Thomsen (1902) 65 Neb. 370). In Com­
mercial National Bank v. Burch, 141 Ill. 519, the court said:
“ Purchase of its own stock by a corporation by the exchange of its property 
of equal value, though made in good faith and without any element of fraud 
about it, there not being anything in the apparent condition of the company to 
interfere with the making of the exchange, will not be allowed where it injuri­
ously affects a creditor of the company, even though the fact of the indebted­
ness was not at the time established or known to the stockholders.”
Judge Wilson made the following statement in Fraser v. 
Ritchie (1881) 8 Ill. App. 554:
“The current of American authority . . . seems to be to the effect that 
‘ under certain circumstances and for certain purposes, moneyed corporations 
and corporations possessing banking powers, and in some instances other 
corporations,' may invest their funds in the purchase of their own stocks, sub­
ject to certain restrictions and limitations, one of which is that it shall not be 
done at such time and in such manner as to take away the security upon which 
the creditors of the corporation have the right to rely for the payment of their 
claims, or, in other words, so as not to diminish the fund created for their 
benefit.”
In Clapp v. Peterson (1882) 104 Ill. 26, this rule was applied to 
existing creditors, while the court in Marvin v. Anderson (1901) 
111 Wis. 387 refused relief to subsequent creditors. Several 
decisions (First National Bank v. Salem (1889) 39 Fed. 89; Shoe­
maker v. Washburn Lumber Company (1887) 97 Wis. 589) are to 
the effect that assenting or subsequent creditors can not complain. 
In the most recent decision that I have been able to find on the
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point, that of Campbell v. Grant Trust and Savings Company 
(1932) 182 N. E. 267, the court held that subsequent creditors of a 
corporation purchasing its own stock with corporate assets can 
not be regarded as prejudicially affected thereby. Creditors 
have no right to object when a corporation acquires treasury 
stock by purchase so long as the capital, on which they are pre­
sumed to rely, is kept intact (Joseph v. Raff (1903) 82 App. Div. 
(N. Y.) 47).
When a corporation purchases its own stock, the transaction 
must not cause loss to the minority stockholders. A stockholder, 
who has not assented to such purchase, whose rights would be en­
croached upon by it, is entitled to relief (Price v. Pine (1895) 41 
S. W. 1020; Lowe v. Pioneer Threshing Company (1895) 70 Fed. 
646). According to a per-curiam opinion in Chicago v. Marseilles 
(1877) 84 Ill. 643:
“ If it were shown that the purchase was made to promote the interests of the 
officers of the company above, and not of the stockholders generally, or if for 
the benefit of a portion of the stockholders and not all, or for the injury of all 
or only a portion of them, . . . then chancery would interfere.”
In each case where the right of acquiring its own stock is in­
volved the circumstances and purpose of the corporation must be 
examined. The law requires good faith on the part of the com­
pany. If the courts find a legitimate purpose back of the pur­
chase, with no injury to creditors, they generally uphold the 
transaction (Whitaker v. Grummond (1888) 68 Mich. 249). In 
Knickerbocker Implement Company v. State Board of Assessors 
(1907) 74 N. J. L. 583, the prosecuting corporation issued its 
stock to an existing corporation under a contract to return seventy 
five per cent of the shares for the creation of treasury stock which 
was to be sold as fully paid and non-assessable for the purpose of 
providing working capital for the new corporation. The court 
held that treasury stock acquired in these circumstances was not 
for a legitimate corporate purpose.
The directors or officers of the corporation usually have the 
power to buy back the corporation’s stock in the jurisdictions 
where such purchase is lawful (Phillips v. Riser (1911) 8 Ga. App. 
634). According to a per-curiam opinion in Chicago v. Marseilles 
(1877) 84 Ill. 643:
“ These authorities, we think, fully recognize the power of the directors of a 
company, when not prohibited by their charter to purchase shares of stock of 
their company.”
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In Thompson v. Shepherd (1932) 165 S. E. 796, it was held that 
generally the directors, not the courts, should determine the 
propriety of such a purchase. According to the facts of Federal 
Mortgage Company v. Simes (1932) 245 N. W. 169, the directors 
of a corporation sold their own stock in the company to it. In 
that transfer they represented both the corporation and them­
selves. Four out of the five directors owned the stock which was 
sold, and it was necessary for the vending directors to act for the 
corporation in order to constitute a quorum. Justice Owen held 
that the contract was voidable by the corporation, whether the 
company was injured or not. The price paid for the shares was 
reasonable although it was below par.
At least one court has held that special authorization is neces­
sary for the person buying the shares for the corporation. In 
Calteaux v. Mueller (1899) 102 Wis. 525, part of the opinion reads 
as follows:
“. . . a mere business manager of a corporate organization does not, by 
virtue of his office, ordinarily possess any such extraordinary authority as that 
of buying in its capital stock. . . . No court . . . goes so far as to hold that 
the power can be exercised by an officer of the corporation having no special 
authorization by the governing body so to do.”
In Thompson v. Shepherd (1932) 165 S. E. 796, the court de­
cided that a purchase by a corporation of its stock from a director 
is valid if free from fraud and made before bankruptcy when no. 
one-existing corporate liabilities exist.
It was held in Wood v. McLean Drug Company (1933) 266 Ill. 
App. 5, that directors of a corporation acting for the corporation 
in the purchase of its stock occupy a trust relation in respect to 
the stockholder from whom the stock is purchased and are under a 
duty to disclose to such stockholder the facts affecting the value 
of the stock.
In some circumstances the purchase of a corporation’s own  
stock may be set aside. Should the company become insolvent  
immediately after the purchase, creditors may treat the transfer 
as a fraudulent conveyance (Corn v. Skillern (1905) 75 Ark. 148; 
Buck v. Ross (1896) 68 Conn. 29; Hall v. Henderson (1899) 126 
Ala. 499; Roan v. Winn (1887) 93 Mo. 503). The vendor stock­
holder must know that the corporation is the buyer if the sale is 
to be nullified. If the purchase frees from individual liability 
a shareholder who would otherwise be personally liable to credi­
tors, it would seem reasonable to permit creditors to set aside the 
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transaction so far as the liability is concerned. A purchase of a 
corporation’s own shares can not subsequently be impeached if 
the corporate assets later depreciate in value (Williams v. 
McLave (1915) 154 N. Y. Supp. 38).
The courts are more harsh with officers of a corporation than 
with stockholders selling their shares to the company, but officers 
will not necessarily be liable in tort for misappropriation of funds 
where they have authorized a purchase of stock (Shoemaker v. 
Washburn Lumber Company (1897) 97 Wis 585) nor are they indi­
vidually liable to shareholders if the sale fails (Abeles v. Cochran 
(1879) 22 Kan. 405). In First National Bank v. Heller Sawdust 
Company (1927) 216 Mich. 464, a stockholder was held liable to a 
creditor of a corporation for money paid to him for his shares 
when the company had no surplus. It has been decided that 
stockholders are not liable for the unpaid subscriptions on the 
stock purchased by the corporation although they voted to au­
thorize the purchase (Crawford v. Roney (1906) 126 Ga. 763; 
Moon v. Waxahochie (1896) 13 Tex Civ. App. 103, affirmed (1896) 
89 Tex. 511).
There are numerous decisions involving the enforceability of a 
corporation’s contract to purchase its shares. In Gasser v. Great 
Northern Insurance Company (1920) 220 S. W. 203, upon issuing 
stock a corporation promised to refund the money paid for it un­
less the concern changed its place of business. It failed to change. 
The court held that if no rights of creditors were involved, stock­
holders, upon tender of the stock, were entitled to recover the 
money paid for it. A corporation under contract to buy back its 
own shares need not do so if it is insolvent at the date set for the 
transfer, because the effect would be to imperil creditors (Booth 
v. Union Fibre Company (1919) 171 N. W. 307; Richards v. 
Wiener (1912) 207 N. Y. 59; McIntyre v. Bement's Sons Company 
(1906) 146 Mich. 74). In Topken, Loring and Schwartz v. 
Schwartz (1928) 249 N. Y. 206, it was held that a promise by a 
corporation to purchase its own shares from an employee is not 
enforceable because there is no certainty that surplus funds will 
exist when the date of performance arrives. The promise is not 
good consideration because the act promised may be a crime, and 
therefore it does not create a valid contract. In re Fechheimer- 
Fishel Company (1914) 212 Fed. 357 is a decision in which the 
court decided that where a solvent corporation agrees to pur­
chase its own stock and gives a note in payment, the holder is
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postponed to general creditors, if at the time of payment, the 
corporation has no surplus. A similar rule was followed in 
Carter v. Boyden (1926) 13 Fed. (2d) 90; Keith v. Kilmer (1919) 
261 Fed. 733, and Hoover v. Schaefer (1916) 90 N. J. Eq. 164. In 
Wolff v. Heidritter Lumber Company (1932) 163 A. 140, Vice- 
Chancellor Buchanan made this statement in regard to Hoover 
v. Schaefer:
“ The basic principle in the Hoover case is that the assets of a corporation are 
primarily liable for the payment of its debts and that the stockholders can not 
take the corporate assets to repay themselves the money they invested, if such 
action leaves the corporation without sufficient assets to pay its creditors; . . .”
I have been able to find one contrary decision. In Davies v. 
Montana Auto Finance Corporation (1930) 86 Mont. 500, a sub­
scriber sued the defendant corporation on its promise to purchase 
its shares. The corporation’s defense was that it was financially 
unable to carry out the contract. Specific performance was 
decreed on the ground that the corporation failed to show that any 
creditor or stockholder would be injured by the purchase. In the 
opinion the court said:
“ Where the reason for the rule fails . . . We see no reason why the plaintiffs 
are not entitled to judgment, even if the corporation is insolvent.”
In other words, the fundamental reason for refusing to uphold or 
enforce a corporation’s contract to buy its own stock is the pro­
tection of creditors and the other stockholders of the company. 
Where such protection is not involved the contract should be 
enforced.
Corporations have been permitted to accept shares issued to a 
purchaser with an option to return them if he so elect (Schulte v. 
Boulevard (1913) 164 Cal. 464). In Kennerly v. Columbia Chemi­
cal Corporation (1923) 137 Va. 240, the plaintiff invested $15,000 in 
the defendant company’s stock upon the agreement of the com­
pany to take back two-thirds of the stock at the plaintiff’s option. 
It was held that the option was valid, and specific performance 
was decreed on the part of the defendant company. The court 
said that the weight of authority favors:
“. . . the validity of a contract of a corporation to repurchase its stock upon 
sale to a purchaser.”
Insolvency, however, will release the corporation. In In re 
Tichenor-Grand Company (1913) 203 Fed. 720, a corporation sold 
stock to the plaintiff who became an employee with an option 
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to leave at the end of three years and to sell the shares back to the 
company at par. After the corporation became bankrupt the 
plaintiff’s claim was dissolved by the court.
In Mulford v. Torrey Exploration Company (1909) 45 Colo. 81, 
a contract under which a corporation was to buy back its own 
shares at the option of the buyer was not called a purchase but a 
failure of a conditional sale, or its rescission. This excellent 
summary of the theory is found in 4 Fletcher’s Cyclopaedia of 
Corporations (Perm. Ed.) sec. 1538:
“According to the weight of authority, an agreement by which a purchaser 
may, at his option, at the end of a certain time, return the stock and receive 
back the price, or whereby the company agrees to repurchase it at an agreed 
price after a certain time, is in the nature of a conditional sale with an option 
to the purchaser to rescind, and is valid, provided there is sufficient considera­
tion which supports it and there is no fraudulent invasion of the rights of credi­
tors or of the other stockholders. A reason sometimes given for sustaining 
such agreements is that the contract is entire and indivisible, and that the 
sale cannot be sustained unless the contract to repurchase can be enforced; 
nor can the corporation be heard to say that the latter provision is ultra vires 
without rescinding the sale and returning the purchase money.”
Promoters of a corporation have no authority to bind the cor­
poration by a contract to repurchase stock subscribed for or sold 
for the account of the corporation (Reiff v. Nebraska California 
Colony, 277 Fed. 417; Drucklieb v. Harris, 209 N. Y. 211).
It has been held that treasury stock is not properly an asset of 
the purchasing corporation. In Stevens v. Olus Company (1911) 
130 N. Y. Supp. 22, a corporation with no surplus contracted to 
purchase its own stock. It sought to enforce the agreement by 
the argument that the treasury stock was an incoming asset which 
could be sold to others and balanced the money paid for it. The 
court held to the contrary. The court, in People v. Kelsey (1905) 
93 N. Y. Supp. 369, decided that in the computation of a franchise 
tax upon capital employed within the state, treasury stock was 
not to be included as an asset. In Borg v. International Silver 
Company (1925) 11 Fed. (2d) 147, Judge Hand made the following 
statement in regard to treasury stock:
“ To carry the shares as a liability and as an asset at cost is certainly a fiction, 
however admirable. They are not a liability, and on dissolution could not be 
so treated, because the obligor and obligee are one. They are not a present 
asset, because, as they stand, the defendant can not collect upon them. What 
in fact they are is an opportunity to acquire new assets for the corporate 
treasury by creating new obligations. In order to indicate this potentiality, 
it may be the best accounting to carry them as an asset at cost, providing, of 
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course, all other assets are so carried. Even so, a company which revalued its 
assets might properly carry them at their sale value when the revaluation was 
made. In any event there can be no ambiguity in stating the facts more 
directly, as the defendant did, that is, in treating the shares as not in existence 
while held in the treasury except as a possible source of assets at some future 
time, when by sale at once they become liabilities and their proceeds assets. It 
makes no difference whether this satisfies ideal accounting or not.”
There are two decisions to the effect that treasury stock is an 
asset. In Taylor v. Miami Exportation Company (1833) 6 Ohio 
83, it was held that where a corporation acquired its own shares 
in payment of a debt such shares may be held and sold as other 
property. The court, in Pabst v. Goodrich (1907) 113 N. W. 398, 
said:
“A solvent corporation may purchase its own stock and keep it alive and 
treat it as an asset.”
According to Ballantine in his Private Corporations (1927) 228, 
treasury stock is: “. . . alive and dormant.”
There seems to be only one decision involving an attempt of a 
creditor to obtain treasury stock as an asset (Coit v. Freed (1897) 
15 Utah 426).
When a corporation pays money or gives other property for its 
own shares it has parted with an asset. In return it has only the 
possibility of getting something to take the place of the asset by 
selling the shares. Until that time such shares are nothing, so 
far as value is concerned. The immediate effect upon creditors 
is the same as if the corporation had distributed a dividend equal 
to the purchase price. Treasury stock is not an asset available 
for the payment of debts. The corporation may sell the shares 
for assets and it may not.
Although a corporation owns its treasury stock, reasons of 
policy forbid it to exercise some of the natural incidents of owner­
ship. It may not vote such shares (American Railway Frog 
Company v. Haven (1869) 101 Mass. 398; McNeely v. Woodruff, 
13 N. J. L. 352). According to 14 Corpus Juris 904:
“Corporations have, as hereafter seen, a qualified power to deal in their own 
shares. . . . But stock thus owned or held by the corporation can not be voted 
at corporate elections, and this rule applies with equal force to stock held by 
trustees for the benefit of the corporation.”
The remaining stockholders have the sole voting privilege. A 
majority of the rest of the shares is a majority for the purpose of 
voting and for a quorum. In Market Street Railway v. Kellman 
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(1895) 109 Cal. 571, it was held that a statute requiring the con­
sent of three-fourths of the shareholders means the holders of 
three-fourths of the outstanding shares.
So long as treasury stock is held by a corporation, such stock 
can not participate in dividends (Vail v. Hamilton (1881) 85 N. Y. 
453; O'Connor v. International Silver Company (1904) 68 N. J. Eq. 
67). For financial purposes treasury stock has the same status as 
if it had been retired. According to the court in Enright v. Heck- 
scher (1917) 240 Fed. 863:
“ Indeed, the only difference between a share held in the treasury and one 
retired is that the first may be resold for what it will fetch in the market, while 
the second has disappeared altogether.”
Treasury stock may be redistributed among the shareholders 
(Coleman v. Columbia Oil Company (1865) 51 Pa. 74) and such a 
dividend may not be revoked (Dock v. Schlichter Jute Cordage 
Company (1895) 167 Pa. 370). This is true although a statutory 
prohibition of stock dividends exists (Commonwealth v. Boston 
and Albany Railroad (1886) 142 Mass. 146).
A corporation may reissue its treasury stock (Ralston v. Bank of 
California, 112 Cal. 208; 2 Cook on Corporations (8th edition, 
1923) sec. 313). The reissue, however, must be properly author­
ized (Dacovich v. Canizas (1907) 152 Ala. 287). A subsequent 
sale is not subject to the same regulation as an original issue and 
usually there is no liability on the part of the purchaser if he pays 
less than par (City Bank of Columbus v. Bruce (1858) 17 N. Y. 
507). Yet, in Barto v. Nix (1896) 15 Wash. 563, the court held 
that a subsequent purchaser was liable for full value in spite of an 
agreement to sell to him for less than par.
Existing stockholders have no right of preemption on a re­
issue of treasury stock which has been treated as general assets 
(Borg v. International Silver Company (1925) 11 Fed. (2d) 147; 
Crosby v. Stratton (1902) 17 Colo. App. 212; Hartridge v. Rockwell 
(1828) R. M. Charlt. (Ga.) 260; 14 Corpus Juris 396; 7 Ruling 
Case Law 206). In Borg. v. International Silver Company, Judge 
Hand said:
“ But treasury shares have by hypothesis once been issued, and have diluted, 
as it were, the shareholder’s voting power ab initio. He can not properly com­
plain that he is given no right to buy them when they are resold, because that 
merely restores the status he originally accepted. All he can demand is that 
they shall bring to the corporate treasury their existing value. If they do this, 
his proportion in any surplus is not affected ...”
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In Bonnet v. First National Bank of Eagle Pass (1900) 60 S. W. 
325, Justice Neill maintained that the right of preemption: .
applies only when the capital is actually increased, and not to a 
reissue of any portion of the original stock.”
Justice Thompson gives the following explanation in Crosby v. 
Stratton:
“But because, to prevent impairment of their interest, corporators have a 
preference in the purchase of unissued or new stock, it does not follow that they 
have any right over strangers in the purchase of stock which has been paid for 
and issued, but transferred back to the corporation as part of its general assets. 
The right in the one case is founded on reasons which have no existence in the 
other. The issued stock of a corporation represents its paid-up capital. The 
holder owns it and disposes of it as he sees fit, and if it finds its way back into the 
treasury, it becomes assets in the same sense that the corporation’s other prop­
erty is assets. It is still part of the paid-up capital; and its sale no more affects 
the value of the other stock, or the standing of the stockholders in the corpora­
tion, than the sale of the company’s tools or machinery. The relative value of 
all the stock is the same whether the particular stock of which we are speaking 
remains in the hands of the original holders, or has been acquired from them 
by the corporation and placed in its treasury. ... It is altogether immaterial 
whether the stockholders sold the stock themselves or turned it over to the 
company to be sold. In either case, they parted with all their interest in the 
stock, and put its further disposition beyond their control. So far as our re­
search has extended, the authorities are unanimous that where stock, once 
issued, returns to the possession of the corporation, upon its reissue and sale the 
right of purchase of stockholders and strangers is the same ...”
If treasury stock is cancelled, retired and later reissued, the 
holders of the original stock are entitled to an opportunity to 
purchase a proportional part of it. Justice Rosenberry made 
the following statement in Dunn v. Acme and Garage Company 
(1918) 168 Wis. 128:
"When the capital stock of the corporation has been decreased and it is pro­
posed to reissue the repurchased stock, every reason for making such reissue 
proportionate to the holdings of the then stockholders exists that would exist 
if such increase were of stock not theretofore issued or an increase in the author­
ized capital.”
The court admitted that a different question would have been 
presented if the treasury stock had been carried on the books as 
an asset.
Majority stockholders may not perpetuate their control by 
issuing treasury shares to their friends (Thomas v. International 
Silver Company (1907) 72 N. J. Eq. 224; Elliott v. Baker (1907) 
194 Mass. 518).
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In Pabst v. Goodrich (1907) 153 Wis. 43, reissued treasury stock 
was regarded as corpus of an estate.
The board of governors of the New York Stock exchange pro­
hibits listed investment companies from purchasing their own 
shares either directly or through subsidiaries. An allowance is 
made for peculiar circumstances in which purchases are permitted 
under surveillance of the governors. The London stock exchange 
goes further and prohibits all listed corporations from buying their 
own stock (Rules of the London Stock Exchange, March 23, 1921).
According to treasury department regulations 74, art. 66, nei­
ther taxable profit nor deductible loss can arise from transactions 
by a corporation in its own shares. This, however, does not 
mean that a commercial profit or loss can not be realized or in­
curred through dealing in treasury stock.
In The Journal of Accountancy for May I summarized the 
statutes relative to treasury stock. In the present article I have 
attempted to state the substance of the case law on the same sub­
ject. The two articles taken together give a fairly complete 
statement of the legal status of treasury stock at the present day.
Lumber Accounting
By R. W. Smith
Lumber manufacturing is the oldest industry in the United 
States today. Our forefathers upon landing on these shores im­
mediately began lumbering operations. That necessity of life, 
shelter, had to be provided. Their operations were necessarily 
crude, limited in the main to the felling of trees for the purpose of 
providing logs for cabins and stockades, split shingles for roofing, 
hewn boards for floors and a few articles of furniture.
The lives of every one of us are directly affected by this indus­
try. This is very forcibly brought home to us when we realize 
that eighty per cent of all the standing residences in the country 
today are of wood. In eleven states this industry employs more 
men than any other industry and in five states it provides a liveli­
hood for more than half of the population. Approximately 
$8,000,000,000 is invested in the industry today.
Before entering into a discussion of the various phases of the 
manufacturing process it may be well to inquire into the uses 
made of the raw material—wood. Wood, because it is easily 
worked and handled, was the principal construction material of 
the pioneers. The same qualities today make it one of our most 
widely used products. We are all familiar with its uses as lumber 
in construction work and as interior trim. In addition to its use 
as a structural material, large quantities of wood are used for rail­
road ties, pulp-wood, mine timbers, fencing, poles, veneers, cooper­
age, piling, tanning, distillation, excelsior and as fuel. In addi­
tion, wood is used for paving material, trunks and valises, pulleys, 
professional and scientific instruments, artificial limbs, tobacco 
pipes, tenpins, insulation, packing, floor-sweeping compound, fur 
dressing, meat smoking, gritty soaps and many other items. 
This list is by no means complete but serves only to emphasize the 
diversified utilization of this natural resource. This paper is con­
cerned with only one of the uses namely, the production of lumber 
for common commercial uses.
Wood is composed chiefly of carbon, oxygen, and hydrogen. 
When perfectly dry, about half its weight is carbon and half 
oxygen and hydrogen, in almost the same proportion as in water. 
It contains, also, about one part in one hundred, by weight, of 
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earthy constituents and a similar amount of nitrogen. When 
wood is burned, the portions of it that come from the air go back 
into the air in the form of gas, while those that came from the soil 
remain behind in the form of ashes.
Like all other plant material, wood has a cellular structure. It 
is made up chiefly of very small tubes or cells of various kinds. 
The cellular construction of wood is responsible for some of its ad­
vantages as a construction material. The cell cavities allow the 
outer walls to “give” so that nails and screws can be readily 
driven into lumber. Over one-half of the volume of wood is 
occupied by cell cavities, a quality which makes wood soft and 
easily worked. The cellular structure of wood also produces the 
figures which for some purposes are an important asset.
Timber is broadly classified in commercial usage as hardwoods 
and softwoods. This does not refer to the relative hardness of the 
wood. Lumber cut from the softwoods is sometimes harder than 
the lumber cut from the hardwoods. The distinction between the 
two classes of timber is based upon the leaves of the trees. 
Generally speaking all broad-leaved trees are hardwoods while 
all needle-leaved or coniferous trees are softwoods. Timber 
again is classified as virgin and second-growth. Virgin timber is 
that which grew up in a standing forest under conditions of active 
competition for light and moisture. Second growth usually 
refers to timber which grew up under conditions of lessened com­
petition which resulted in a relatively rapid rate of growth when 
compared with the rate of growth of virgin timber. The com­
mercial significance of the two terms lies in the fact that virgin 
growth has a finer, more even grain than second growth. How­
ever, in actual practice, it is not possible positively to identify the 
source from which the finished product was produced.
The organization of a lumber manufacturing company does not 
differ widely from that of any other industry. In large lumbering 
operations the activities of the company are not restricted to the 
production of lumber alone but may also embrace the operation of 
commissaries, hotels, theaters, ice plants, electric-light plants, 
railroads and many other things which are necessary to provide 
for the health and well-being of the employes.
Lumber manufacturing is a continuous process industry. The 
raw material flows through the various operations until the 
finished product, lumber, emerges ready for shipment. Manu­
facturing does not consist of making any changes in the raw mate-
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rial itself but it puts the wood into a form that will be adaptable 
for ready use. In recent years the mills have been utilizing the 
waste material in a variety of ways so that now there are numbers 
of by-products. These are merely incidental to the main opera­
tions.
Timber constitutes the only raw material of the lumber manu­
facturing industry. As it requires a heavy investment in logging 
railroad, sawmill and other equipment to carry on manufacturing 
operations it is essential that an adequate supply of timber should 
be available. It is not necessary that the operator actually own 
all the available timber adjacent to his mill. The investment 
necessary to do that would probably prove prohibitive over the 
life of the operation. It is the more common practice to obtain 
control of the so-called “key” tracts whereby it is possible to 
block off the adjoining timber so that for all practical purposes it 
is under the operator’s control. The larger companies operating 
in the south, however, do actually own in fee, or have under long 
time contract, large, compact bodies of timber adjacent to their 
mills.
Material records and costs have not received the attention and 
study in lumber manufacturing that their importance deserves. 
Practically the only material records maintained at the average 
mill are the timber cruiser’s estimate of standing timber, log scale 
in woods, saw-mill log scale, board measure of lumber shipped 
and, of course, the periodical log and lumber inventories. With 
the exception of the scale of lumber shipped these material 
records are more apt to be incorrect than correct. Definitely to 
establish costs, records of material used should be accurately kept 
and, to establish costs of each process, scaling should be done at 
more points in the manufacturing process. To do this might re­
quire the employment of more men, more competent scalers, than 
are now employed and the additional cost might prove prohibi­
tive.
It must be borne in mind that the principal material is wood, 
either in the tree, log, or as lumber. The basic points for the 
material records to start is, then, with the estimate of the standing 
timber. The estimate is usually made by tracts, sections or sub­
divisions of sections and should be recorded in the same manner.
The accuracy of the depletion charged to operations is predi­
cated upon the care and accuracy with which the timber estimate 
is compiled. The estimate should be under the actual amount
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rather than over. It is always better, from a conservative stand­
point, to have timber in the woods and none on the books than to 
have timber on the books and none in the woods.
Logs cut in the woods must be scaled and a record made of the 
amount cut in feet and the tracts from which cut. At this point I 
wish to call attention to the practice of over-scaling logs in the 
woods to compensate cutters and buckers for work done under 
difficult conditions. The practice may seem conservative but it 
readily lends itself to abuse. Logs left in the woods through over­
sight or on account of defects are not usually scaled. No serious 
consequences arise from this fact if the timber has been held for 
any length of time, as the natural increase in growth after the 
timber estimate was made offsets such a loss to some extent.
In the average sawmill lumber is not scaled until it is loaded 
into cars for shipment. To obtain accurate data for costs on 
particular operations there must be special scaling. Lumber 
loaded for shipment is not scaled in the strict sense, the board­
foot content is obtained by using the width, thickness, length and 
the number of pieces. The same principle holds true in ascertain­
ing the board-foot content of lumber during the manufacturing 
process and in ascertaining lumber inventories.
Physical inventories are usually taken twice a year. At that 
time the book inventory is corrected. The book inventory is ob­
tained as follows.
M feet
Logs cut at sawmill—log scale................................................................... 1,020
Over-run......................................................................................................... 80
Total lumber produced—board measure.......................................... 1,100
Lumber inventory at beginning of period................................................. 890
1,990
Lumber shipped during period................................................................... 1,210
Lumber Inventory at end of period................................................... 780
The over-run used in determining the inventory is based upon the 
over-run actually obtained in prior periods.
Storekeeping procedure for mill supplies, etc., is notably lax 
at most sawmills. If the stores are separated and kept under 
supervision, the material-requisition system of issuing supplies is 
used. The method is familiar and needs no elaboration here.
203
The Journal of Accountancy
Few mills, maintain any kind of control over merchandise in the 
commissary and other related departments. This lack of control 
has caused large losses to operators through carelessness in charg­
ing out merchandise and through theft. An efficient control over 
the merchandise of these collateral activities should be estab­
lished. The conditions surrounding each individual case would 
determine the method of control.
Material costs, as commonly used and understood in most 
manufacturing industries, are practically non-existent in the 
lumber manufacturing industry. The latter industry has only 
one raw material entering into its product, wood, or the standing 
timber in the forest known as stumpage. All other costs of con­
verting the stumpage into lumber are classified as labor and over­
head.
Labor, in the southern yellow-pine producing region, is paid on 
an hourly or day-rate basis. Piece-work and other wage incentive 
plans are almost wholly unknown. The one exception is in regard 
to the compensation paid to log cutters and buckers. They are 
paid on the basis of log scale cut and felled. Their compensation 
is usually fixed at about one dollar per thousand feet. The wage­
scale paid varies, of course, in each individual mill but it will 
average about two dollars a day (ten hour basis) for common labor 
to seven dollars a day and higher for sawyers and filers.
Payroll procedure at many mills may seem crude in comparison 
with the procedure in other industries. It has two advantages. 
It is simple, easily understood by foremen and other employees 
and hence obviates many disputes. This advantage is of consid­
erable importance when one realizes the class of workers engaged 
in sawmilling. The procedure readily lends itself to distribution 
of the labor charges to the proper operations.
The basis of the system is the daily time report. Each opera­
tion, or group of operations, is in charge of a foreman whose duty 
it is to compile the daily time report. The time report provides 
spaces for the date, operation, names and occupations of men, 
hours worked by each, and it must be signed by the foreman. All 
disputes as to hours worked must be settled with that particular 
employee’s foreman. To prevent such disputes one mill has 
adopted the practice of making out the daily time reports in 
duplicate and placing the duplicate copies in conspicuous places 
about the mill. The employees can ascertain from these copies 
if their time has been correctly reported and if not can obtain a 
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correction while the matter is fresh in the minds of all concerned. 
The time reports are turned in to the timekeeper at the close of 
each working day. He computes the daily wage of each man and 
enters it in the payroll book.
Most of the payroll books in use are bound books with the head­
ings extending over both pages. Some mills use a loose-leaf book 
which provides space on each page for five or six names, using the 
account form. Both are operated in a similar manner. The 
daily wage as shown on the time report is posted to the credit of 
each man’s account. Postings are proved daily.’ A distribution 
of the labor charges is made daily and is entered on a form for 
accumulating the monthly totals. Monthly totals are journalized 
and a credit is made to payroll account, and the proper operating 
or other accounts are charged or credited as the case may be. At 
the end of each month the individual employees’ accounts are 
totaled, all deductions are made, and the balance is extended into 
the proper columns. The net total of these columns in the pay­
roll book must agree with the balance shown in the payroll ac­
count in the general ledger.
In addition to recording the wages of the employees the payroll 
book serves as a record of the employees’ accounts. Doctor’s 
fees, board bills, cash advances, commissary cheques, and other 
items are entered in it. It has even been known to record a jack­
knife trade between two employees.
In states where the practice is permitted, advances to the men 
usually take the form of small, metal checks of various denomina­
tions which are redeemable at the commissary in merchandise. 
Coupon books, containing small coupons having a value from five 
cents to one dollar, are sometimes issued. The coupon books 
range in value from one dollar to ten dollars. Cards are used at 
some mills and are known as “punch-outs.” They range in 
value from one dollar to ten dollars and are arranged with various 
amounts printed close to the edge. As they are used these 
amounts are punched out. The methods of handling these three 
forms of advances are almost identical. The coupon books and 
punch-outs must be countersigned by the timekeeper before they 
are valid. Upon application by an employee one of the three 
forms for the amount desired is issued and charged to the em­
ployee on the payroll book. The value of those issued each day 
must agree with the charges in the payroll book. Monthly totals 
are posted to the credit of a commissary check or coupon account 
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in the general ledger. Outstanding checks of this kind are a 
direct liability until redeemed. The employees use the checks at 
the company’s stores in payment for merchandise. The store 
managers treat them as cash and return them daily to the office 
for credit. The returned commissary checks are charged to the 
commissary check account and given to the timekeeper for re­
issue. Coupons and punch-outs are destroyed after being re­
turned to the office. Many methods are used to account for these 
three forms of advances. A record similar to a cashbook is some­
times used for metal commissary checks. Coupon books and 
punch-outs are controlled by use of the serial numbers printed on 
their faces.
It is apparent that the payroll book must, at all times, be kept 
posted up to date. Otherwise the company will advance to the 
employee more than he has earned, with the result that the em­
ployee has a debit balance in the payroll book. Such balances 
are known as “payroll overdrafts” and experience has shown that 
they are exceedingly difficult to collect.
The lumber manufacturing industry has no problems of labor 
costs to solve. Labor costs are readily charged to each operation. 
The production of each operation is known or easily ascertainable. 
The labor costs are ascertained from them and are expressed in a 
cost per thousand feet.
Overhead and its distribution does not present a problem in 
lumber manufacturing, as it does in some other industries. 
Items composing the overhead charges, such as supplies, repairs, 
etc., which can be allocated to the operations where they are used 
are so distributed on the records. Operations of the blacksmith 
shop, machine shop and other maintenance departments are kept 
separate from the manufacturing departments. Work performed 
for the operating departments is charged to them and credited to 
the proper maintenance department. The cost of operating 
other subsidiary activities are generally charged to the operations 
using their services, on the basis of footage handled. The general 
factory overhead, including the mill manager’s salary, factory office 
salaries and expenses, taxes, insurance and the like, are not dis­
tributed to the various operations. They are considered as only 
adding a certain amount per thousand feet to the cost of the lumber.
In discussing material, labor and overhead, in the lumber in­
dustry it must be remembered that the information it is desired 
to obtain is the cost of producing a board foot of lumber, or as it is 
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generally stated, a cost per thousand feet. If this is borne in 
mind a large portion of the difficulties encountered in the cost 
records of a lumber company will vanish.
Lumber manufacturing is a natural resource industry. In 
common with mining, oil and gas, and other industries exploiting 
natural resources it is necessary for the Company to deplete its 
natural resources each year as they are used. This is done by a 
depletion charge based upon the estimated quantity of the timber 
owned, the cost and the quantity used during a given year.
Timber may be acquired in three ways, i. e., purchase of the 
timber land in fee, purchase of the timber rights only, or by the 
purchase of logs. Depletion is only concerned with fee purchases 
and contract timber rights. The cost of each timber tract is 
known at the time of purchase. By means of a timber cruise the 
quantity of timber on the tract is known within reasonable limits. 
The quantity cut each year is readily obtained from the log or 
sawmill cutting records. Before computing depletion, carrying 
charges should be included as a part of the cost of the timber if the 
practice of the company has been to capitalize such charges. 
The value of the land acquired in fee purchases should be deducted 
from the cost of the timber.
With these facts determined the depletion charge is based upon 
the average cost of all the stumpage owned multiplied by the 
number of feet cut during the year. The following table illus­




cost M feet Amount
Average 
per 




John Jones in fee............. .. $ 8,000 2,000 $ 7,840 3.92 160 $ 160 1.00
Mary Brown in fee.......... 12,500 7,500 12,180 1.624 320 320 1.00
John Smith contract........
John Doe contract............












4.955 1,000 1,000 1.00
Total purchases........ .. $140,500 35,500 $139,020 3.916 1,480 $1,480 1.00
From this table it will be observed that the average cost of the 
timber owned was $3,916 per thousand feet. If the logs cut in the 
woods during the year was 10,000 M feet, the depletion charge for 
that year would be $39,160.
Some operators desire to deplete their timber holdings by in­
dividual tracts instead of by total holdings. Assuming then, that 
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the cut of 10,000 M feet was all from the tract purchased from the 
A. B. Timber Company, the depletion charge would have been 
$49,550.
Depreciation offers no more of a problem in lumber manufac­
turing than in any other industry. Two methods are in common 
use, straight-line and production. The straight-line method 
is only used when the particular mill has an abnormally large 
supply of timber available for cutting—what amounts to a per­
petual cut—or when the mill purchases its supply of logs on the 
market. The method is thoroughly familiar to all accountants.
The production method of computing depreciation is some­
times known as depreciation by the available supply. The 
theory underlying this method of depreciation is that the plant in­
vestment should be absorbed into operations in the same propor­
tion as the timber to be manufactured by that plant is exhausted. 
The operation of the method is comparatively simple. The 
quantity of timber to be manufactured by the plant is known. It 
is the same quantity as that used for depletion purposes. The 
cost to manufacture this timber is known. From the cost should, 
however, be deducted the salvage value of the plant at the expira­
tion of its useful life. A rate per thousand feet is then ascertained 
by dividing the depreciable value of the plant by the quantity of 
timber to be cut. This rate applied to the timber cut during the 
year results in the annual charge for depreciation. Assuming 
that the quantity of timber to be cut is that given in the illustra­
tion for depletion, that timber cut during the year was 10,000 M 
feet, and that the plant cost $175,000 with a salvage value of 
10 per cent, the depreciation would be calculated as follows:
Cost of plant...................................................................................... $175,000.00
Less—salvage value—10%............................................................. 17,500.00
Depreciable value..................................................................... $157,500.00
Available timber supply—M feet.................................................. 35,500
Rate of depreciation—per M feet.................................................. $ 4.437
Saw-mill cut—M feet....................................................................... 10,000
Depreciation for year....................................................................... $ 44,370.00
In computing the quantity of timber to be manufactured by the 
mill the operator is not necessarily limited to the timber owned or 
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controlled by himself. The supply of timber available to his mill 
which can be purchased should be considered.
Logs purchased during the year should be added to the avail­
able timber supply before computing depreciation. The logs 
will be manufactured by the mill; hence they increase the quan­
tity of timber to be manufactured. Log purchases have the same 
effect on the depreciation rate as if additional timber had been 
purchased.
Those physical properties used in lumber manufacturing that 
have a shorter life than the expected life of the mill operations are 
depreciated separately at appropriate rates.
Logging spur construction demands a different method of com­
puting depreciation. Logging spurs are temporary railroad 
tracks laid to facilitate the logging of certain tracts of timber. 
Their usefulness is limited to the time necessary to log those 
tracts. Their depreciation is, therefore, computed upon the basis 
of the expected quantity of timber to be hauled over each spur. 
The estimated quantity to be hauled is divided into the cost of the 
spur and the rate obtained is applied to the footage hauled, to as­
certain the depreciation charge. The steel rails employed in 
their construction should not be depreciated in this manner as 
they are picked up and used again and again. Their cost should 
be included in the computation of depreciation for the entire 
plant.
The useful life of most sawmills is limited to the time necessary 
to cut and manufacture their available timber. This time is 
usually much shorter than the efficient operating life of the plant. 
Major renewals of plant equipment are, therefore, seldom en­
countered. If, however, they become necessary, the plant cost is 
adjusted on the basis of the cost of the new equipment. Main­
tenance is charged direct to operations. The short life of the 
plant precludes any other treatment. Maintenance of machinery 
and equipment in lumber manufacturing does not appreciably in­
crease their life. At the most they only maintain their present 
operating efficiency.
Lumber is always sold by the mills in car load lots. Less than 
car load shipments are practically prohibited by the excessive 
freight charges. Lumber is sold on a delivered basis—that is, the 
price is quoted f.o.b. destination. The usual practice is for the 
consignee to pay the freight upon the arrival of the car and to 
deduct the freight from the invoice price when remitting. All mills 
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require that paid freight bills accompany the remittance when 
freight is deducted.
The usual trade terms are two per cent discount if paid within 
ten days or net if paid within thirty days. Cash discounts are 
not computed upon the face of the invoice. Freight must first be 
deducted and then the discount computed. Trade discounts are 
not used in the lumber industry.
The selling of lumber is highly competitive. Not only do manu­
facturers of the same region compete with one another and with the 
wholesaler, but there is competition in the sale of the different 
species of lumber in the various producing regions.
The records necessary to record the financial transactions of 
a lumber manufacturing company do not vary greatly in number, 
form or content from those used in other industries. The records 
which I shall enumerate may be modified or expanded to meet the 
needs of each company.









In addition the following records are sometimes found in the 
larger mills:
Detailed operating ledger




These records are familiar to all accountants. I wish to ad­
vocate the inclusion in the cash-receipts book of a column to 
record the paid freight bills as they are deducted from remittances 
instead of the prevailing practice of entering them in the general 
journal or freight journal. A distinct saving in the time neces­
sary to enter and post the freight bills is made and there is the 
additional advantage of recording all the facts regarding the re­
mittance in one record. The sales journal differs in some respects 
from those found in other industries.
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It is impossible to give a chart of accounts that will completely 
cover the requirements of each mill. The chart of accounts sub­
mitted below may, however, be used as a guide in setting up the 
accounts for an individual business. No attempt has been made 
to index the accounts; they are given in the order of their appear­






















































































Dry-sorter or cooling-shed labor













Sizer and timber dock labor








Office supplies and expense
Barn expense
Boiler and power-house labor















































Provision for federal income taxes
This chart of accounts does not set out in any great detail the 
various balance-sheet accounts. The accounts found on lumber­
ing manufacturing companies’ books vary greatly, as they are 
adapted to the peculiar needs of the individual business. Like­
wise, no attempt has been made in the following pro-forma bal­
ance-sheet to set forth the accounts peculiar to each company. 
Only the main classifications, with some of the more ordinary 
detail, are set forth. The accountant well versed in the technique 
of his profession will readily classify the others.
A. B. Lumber Company
Kansas City, Missouri
Balance-sheet as at December 31, 1930
Assets
Current assets:
Cash on hand and in banks.............................. $
Notes receivable.................................................
Accounts receivable—customers’—less re­
serve for estimated freight and bad debts. . .
Accounts receivable—miscellaneous................
Inventories:











































The balance-sheet of a lumber manufacturing company does 
not differ enough from the balance-sheets of companies engaged 
in other industries to warrant any special comment.
Although the chart of accounts which has been given sets out in 
some detail the operating accounts, the following pro-forma profit- 
and-loss account has, for the sake of brevity, omitted some of 
them. It will also be noted that the profit-and-loss account has 
been divided into a cost of production statement and the profit- 
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and-loss account proper. This tends to clarify the statements in 
the minds of those who are not familiar with the industry.
Cost of Production
For the year ended December 31, 1930
Average 
per M




Log inventory in woods at January 1, 1930 ---------------------------------------------
Less—log inventory in woods at Decem­










Log inventory in pond at December 31
1930......................................................
Cost of logs to sawmill—log scale. . 
Over-run on basis of board measure..........


















Total cost of production................     ---- -----  -
Profit-and-Loss Account
For the year ended December 31, 1930
Average 
per M





Lumber inventory at January 1, 1930. . 
Less: 
  Lumber used...........................................
Lumber inventory at December 31, 
1930..................................................
Total cost of sales..........................
Gross profit......................................




Gross profit from lumber opera­
tions..........................................
Selling expenses..........................................





Net income before federal income 
taxes.........................................
Provision for federal income tax................
Net income....................................... $
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One who is accustomed to preparing profit-and-loss statements 
will recognize that there are no departures from the accepted prac­
tice in the two statements submitted. The relationships of the 
accounts contained therein have been previously established and 
the relation of the statements to each other is self-evident. The 
reason for the inclusion of the columns headed “M feet” and 
"Average per M feet” should be explained.
Cost accounting has not been established in the lumber indus­
try to the same extent as in others. The cost records are a part 
of the financial records. The operator is interested only in 
ascertaining the cost of producing a thousand feet of lumber. 
As lumber manufacturing is a continuous process, dealing with 
only one raw material, having a substantially accurate record of 
the quantities of that material consumed and accurate records of 
the quantity of finished product, the present method of keeping 
the records gives a fairly accurate cost for each thousand feet of 
lumber produced. As all grades and sizes come from the same 
raw material and go through the same manufacturing processes 
it is evident that the cost of producing a thousand feet of lumber 
is the same regardless of grade or size. A difference in cost arises, 
however, between rough and dressed lumber and between air­
dried and kiln-dried stock. As a practical matter, with the 
exception of that prevailing between rough and dressed lumber, 
any difference in cost due to degree of manufacture is ignored.
Several items found in a lumber manufacturing company’s 
balance-sheet and profit-and-loss account do, from the professional 
accountant’s viewpoint, call for some comment.
Freight bills outstanding at the date of an audit should always 
be deducted from the accounts receivable outstanding. It is 
evident that the mill will not collect the gross invoice price at 
which its accounts receivable are carried. Freight bills outstand­
ing must be deducted in order correctly to state the accounts 
receivable.
Most mills make provision in their sales journal for the record­
ing of freight bills. Based on actual freight rates but on esti­
mated weight, they record the approximate freight that will be 
deducted from each car. As the paid freight bills are returned by 
customers, the actual freight is entered in the same record. By a 
perusal of this record the cars on which freight bills have not yet 
been received and the estimated freight may be quickly ascer­
tained. The cars may be quickly checked by comparing them
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with the open cars as shown by individual accounts in the ac- 
counts-receivable ledger.
The same procedure is applicable to creditors’ accounts when 
they were incurred for lumber purchased on a delivered basis.
The valuation of log and lumber inventories is probably the 
most difficult problem which confronts the auditor. The basic 
principle, cost or market, whichever is lower, applies. The 
difficulty is in applying the principle.
Logs, in the south especially, have no market value except as 
they can be used at a particular mill. They are susceptible to 
sale, as a rule, to only one mill. Transportation costs preclude 
any other disposition. The prevailing practice is to inventory 
them at the average cost of production, including stumpage. 
Average cost of production as used here means all expenses in­
curred in putting the logs at their various locations. Stumpage 
should be included as a part of the cost only if depletion has been 
based on woods scale. If sawmill log scale has been used for 
depletion, any costs incurred on logs which are on hand are to be 
treated as prepaid expenses. The distinction is that in the first 
case stumpage charged to operations includes that contained in 
the log inventories; in the latter case the stumpage charged to 
operations does not include any part of that contained in the log 
inventories.
The valuation of lumber inventories is not so simple. Average 
cost may be readily obtained but market value is often difficult to 
determine. Companies publish price lists, but they are only in­
dicative of the market price. Actual sales are made at prices which 
vary considerably from the published list. Average price, or 
realization, obtained by the mill for the last month of the period 
may be used, but it is not a criterion of the market. Prices of 
lumber within each grade have a wide spread in value, so that 
heavy shipments of a high-priced item may increase the average 
realization. At the same time it tends to deplete the inventory 
of such items with a consequent decrease in the value of the inven­
tory. If the situation be reversed the inventory is then increased 
in value. An allocated cost, based upon average realization 
for each grade, may be used. It, like the others, is subject to 
attack upon various grounds. No hard and fast rule may be 
formulated and applied. The auditor must use his own judg­
ment based upon the facts and information available in each 
case.
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Not enough attention is paid to the scale records of a lumber 
manufacturing company by most auditors. They should be 
examined and scrutinized as carefully as the financial accounts, 
for upon their accuracy depends the accuracy of the financial 
accounts.
The audit procedure relating to the various other accounts does 
not differ from that used in other industries.
Lumber manufacturing in the United States is a waning indus­
try. This is especially true of the South. The people of the 
United States have been prodigal in their treatment of the timber 
resources of the country. The original wooded area of this 
country was approximately 822,000,000 acres, or about one-half 
of the total area. The estimated original stand of timber was 
5,200 billion board feet (probably very low). Of the tremendous 
original stand, less than half, or 2,215 billion board feet, still 
remains. Of this, some 1,755 billion feet is softwoods and 460 
billion feet hardwoods. Approximately 23 per cent is in the south 
and the Pacific coast has approximately 52 per cent.
We still have a large supply of timber. However, standing 
timber in the United States is being cut or destroyed more than 
four times as fast as new timber is growing. That of saw timber 
size is being cut and destroyed by fire, insects and disease at the 
rate of 56 billion board feet a year, more than five and one-half 
times the growth of such material. It is evident that we are 
rapidly depleting our forests. Persons who would like to know 
the full extent and effect of our present policies of forest exploita­
tion are referred to Timber Depletion, Lumber Prices, Lumber 
Exports and Concentration of Timber Ownership, prepared by the 
forest service of the United States government.
The depletion of our forests has given rise to concern from 
early Colonial times. The sentiment for forest protection has 
been strong. In 1640, Exeter, New Hampshire, sought to regu­
late the cutting of oak, and in 1682 Pennsylvania provided that 
the grantee must keep one-sixth part of the land granted in forest. 
In 1701 there were forty sawmills in the province of New York, 
and referring to one equipped with twelve saws, the governor re­
marked, “A few such mills will quickly destroy all the woods 
in the province at a reasonable distance from them.”
Lumber manufacturing has followed the timber and in so doing 
has migrated slowly westward. New England was the scene of 
our first lumbering operations on a large scale. New York fol-
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lowed and was the leading lumber producing state in 1850. It 
was succeeded in 1870 by Pennsylvania. The lake states reached 
the height of their production in 1892. Southern lumber opera­
tions began in the seventies and reached its maximum in 1909. 
Now the scene has shifted to the Pacific coast where are our last 
stands of virgin timber.
The original southern pine forests had a stand of timber close 
to 650 billion feet. In 1920 the remaining stand was estimated at 
139 billion feet, or slightly over one-fifth of the original stand. 
Four-fifths of the original yellow pine forests were cut in the 
period from 1870 to 1920. The annual drain on our southern 
forests has been estimated at approximately 16 billion feet of 
timber every year. The annual growth has been estimated at 3 
billion feet. After allowing for errors in the figures it is evident 
that the remaining timber stand will rapidly disappear.
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RESPONSIBILITY IN LIMITED AUDITS
In The Journal of Accountancy for February, 1933, the Canadian case of 
International Laboratories, Ltd. v. Dewar, et al, (1932) 3 Western Weekly Re­
ports 174, was discussed. This was a decision by the Manitoba court of king’s 
bench, a lower court, allowing plaintiff, a manufacturer, to recover from de­
fendants, its auditors, approximately $27,000, the amount of defalcations by 
plaintiff’s chief accountant over a period of nearly four years, and denying 
defendants any recovery on a counterclaim for fees for making a supplemental 
audit after some of the thefts had been uncovered. The Manitoba court of 
appeal has just reversed the lower court, dismissing the plaintiff’s action and 
allowing defendants’ counterclaim. (1933) 2 Western Weekly Reports 529. 
The matter was of such importance that every one of the five judges in the 
court of appeal wrote an opinion. It is understood that an appeal will be 
taken to the privy council.
The chief point at issue was whether or not the auditors were liable for 
negligence in view of the limited scope of the audit called for by the contract 
under which they were working, and in view also of plaintiff’s own negligence 
with respect at least to some of the thefts. An incidental point discussed, but 
which did not need to be and was not decided, concerned the measure of dam­
ages which would have applied if the auditors had been found negligent. An 
interesting fact in the case was an ingenious and novel way of altering bank 
statements used, and probably invented by, the defaulter.
The plaintiff corporation was organized in 1920. Its largest stockholder was 
Marshall-Wells Company of Duluth, and some years after its incorporation 
Marshall-Wells Company, certain officers of the plaintiff, and the auditors 
agreed that future audits, for a reduced fee, were to be annual instead of 
monthly and were to be limited especially to receipts and disbursements of cash, 
and to transactions in notes and securities, with special attention to payrolls and 
freight charges and other expenses. Audits were to be made principally to 
certify to balance-sheets used for credit purposes and the certificate was to be 
made in the form required by the companies act (R. S. C. 1927, ch. 27, sec. 124). 
With respect to that, the law has been understood to require only that auditors 
ascertain the true financial condition of the company and that, unless their 
suspicions be aroused, ordinary auditing procedures and checks are sufficient 
(Stiebel’s Company Law, 3rd ed. p. 370). Under the rule stated in In re Kings­
ton Cotton Mills Co. (No. 2), (1896) 2 Ch. 279, 65 L. J. Ch. 673, auditors can 
not be held liable for not tracking down ingenious and carefully laid schemes 
of fraud when there is nothing to arouse their suspicion and when those frauds 
have been perpetrated for years by tried servants of the company without de­
tection by the directors. In the present case, the auditors explained to the 
plaintiff and its stockholder that the type of audit to be adopted would not 
necessarily disclose irregularities in the accounts but plaintiff stated that its 
system of internal check obviated the necessity of a complete audit.
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The defaulting employee acted as office manager and general bookkeeper, 
supervised all the clerical work, opened the mail, handled all the incoming and 
outgoing cash, drew the cheques and saw to the posting of the books. He had 
the entire confidence of plaintiff’s manager whose time was devoted partly to 
supervising the manufacturing plant and partly to selling in the field. Simi­
larly he had the entire confidence of plaintiff’s treasurer who had his office with 
Marshall-Wells Company. The signatures of both the manager and the 
treasurer were required on plaintiff’s cheques, but apparently each would and 
did sign any cheque which the defaulting accountant gave him, with or without 
supporting vouchers. It was their negligence in this respect which made the 
largest thefts possible. The court commented on it by saying, “A client must 
be expected to look after his own business and see that he gets paid for what he 
sells. ... It is his business, not the auditor’s, to do these things . . . the 
client should not pay for purchases which he has not received. . . . The man­
agement of the plaintiff company in carrying out their duties were in a much 
better position to discover the frauds than were the defendants.” The thefts 
through petty cash “ could not have happened if the plaintiffs had adopted the 
imprest system as defendants advised them to do.” If plaintiff’s system of 
internal check had been carried out, neither error nor fraud could have escaped 
detection. Thus negligence on the part of plaintiff’s officers was a proximate 
cause of the loss and the court cited Craig v. Anyon, 212 App. Div. (N. Y.) 55, 
208 N. Y. S. 259, as authority for denying recovery for losses to which plaintiff 
directly contributed by its own negligence.
The court held, with one judge dissenting in part, that defendants were not 
negligent in performing their work under the contract which limited the scope 
of the audit. “The measure of the responsibility of auditors depends on the 
terms of the employment in the particular case.” The parties here did not 
contemplate the assumption by defendants of the obligations sought to be im­
posed on them, or, in other words, this loss was not a consequence presumed 
to have been contemplated by the parties. “The footing of additions, in 
itself a well-nigh interminable task, would have disclosed that peculations and 
manipulations were taking place and a vast amount of cross-checking of entries 
would have had the like result. ... A complete audit or very extensive checks 
would have protected the plaintiff. Nothing less would.” Defendants did all 
that they were required to do and they used reasonable care and skill in per­
forming their work. There was nothing to arouse suspicion of this completely 
trusted employee, especially in view of the fact that both the manager and the 
treasurer had to sign cheques and personally to certify to the correctness of the 
bank account. “With such safeguards they (the auditors) might quite prop­
erly accept any reasonable explanations given in answer to enquiries.”
The defaulter was resourceful and also progressive. In his first year and 
until he made certain that defendants’ limited plan of auditing was not apt to 
bother him, he stole only $518.09. Then he proceeded with assurance and 
during the next three years his gross per annum became respectively $3,401.55, 
$8,008.58 and $14,799.07. Some of his methods were elementary and simple. 
For example, when an employee purchased merchandise the defaulter would 
intercept the delivery slip, thus forestalling the preparation of an invoice and 
entry of the sale as an account receivable, and then substitute a receipted bill 
in the employee’s pay envelope for the equivalent amount of cash. But he had
223
The Journal of Accountancy
one ingenious plan which on only four transactions produced $13,282.75 for 
him. He had noticed that the bank statements showed a very considerable 
number of correction entries during the year and that it was the bank’s practice 
to note these corrections by marking each erroneous debit and credit on the 
statement “EC ”, meaning error corrected. He had noticed also that when he 
had a cheque certified, the bank’s statement would show the debit for it marked 
“C C”, meaning certified cheque. He thereupon evolved the following plan: 
Upon receipt of a large cheque, for instance from Marshall-Wells Company, for 
merchandise sold, he would deposit it without entry in the cashbook, but he 
would credit the customer’s account, keeping his books in balance by false 
additions or footings. He would immediately draw a cheque for the exact 
amount of the deposit to the order of a fictitious payee and get the manager and 
treasurer to sign it on his oral representation that it was a payment to a creditor. 
He then would have this cheque certified, endorse the name of the fictitious 
payee and use it. The next bank statement would have the debit for this 
cheque marked C C and he would alter this to E C and mark the credit for the 
unrecorded deposit EC. A heavy pencil line through both the debit and the 
credit would call the auditors' attention to them as correction entries. That 
this explanation was reasonable was shown by the fact that during the period 
under audit there were 30 such cross-entries, of which 26 were genuine. “ Un­
less the defendants were on the look-out for crime or had come upon suspicious 
circumstances that would have created distrust of (the defaulter), they properly 
could attach no significance to the cross-entries in question.”
One of the judges in his written opinion agreed with the other judges on all 
points except that he thought defendants had been negligent in not uncovering 
the thefts through petty cash because the auditors' contract expressly required 
them to check cash and deposits. He also would have dismissed defendants’ 
counterclaim because if the auditors had done their work properly the thefts 
would have been uncovered at once and no supplemental audit would have been 
necessary.
He based his finding of negligence partly on the fact that the defaulter put 
cash receipts of large amount into petty cash and held them there sometimes 
for weeks. The balance in petty cash occasionally amounted to $3,000, and 
bank deposits subsequently made bore no relation to the amounts placed in petty 
cash ostensibly pending deposit. In his opinion these facts should have led 
the auditors to investigate. He would hold the auditors liable for the petty 
cash thefts because they were “ losses which fall within the four corners of their 
contract.” He concurred with the other judges that defendants should not 
be held for losses not covered by the contract. When an auditor makes an 
honest blunder, his liability for negligence should not expose him to claims of an 
indeterminate amount, for an indeterminate time, and to an indeterminate 
class. His liability should be bounded by the contract and enforceable only 
by the parties to it. He cited Ultramares Corporation v. Touche, 255 N. Y. 170 
to support his position as to liability for negligence, distinguished from a 
liability for deceit. He distinguished Canadian Woodmen of the World v. 
Hooper, (1933) 1 D. L. R. 168 on the ground that the liability there was for 
misconduct in not reporting irregularities. He would hold the present defend­
ants for damages only “for the loss which has proceeded directly and proxi­
mately from (their) negligence.”
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The most interesting feature of this dissenting opinion is its position on the 
measure of damages. Because this judge found defendants negligent he was 
obliged to prescribe a rule for determining the dollar amount of their liability; 
since the four other judges found no negligence, the question of damages was 
not before them for decision, although two of them did comment on the topic. 
The dissenting judge denied that damages could be limited to a recovery of the 
fees paid to the auditors, but he did limit them to losses due to thefts which it 
was the auditor’s duty to uncover and which they had failed to uncover. The 
auditors were not to be held for subsequent thefts, despite the argument that 
such thefts would not have occurred had the first ones been uncovered because 
in that event the plaintiff would have discharged the defaulter.
One of the four judges in the majority laid down a rule of damages which is 
eminently fair. He held that if the defendants had been liable, their liability 
would have extended only to such sums as the plaintiff, because of non-com­
munication by the defendants, had been prevented from recovering from the 
defaulter or on his fidelity insurance. “ It was not a question of liability for loss 
from the employees’ misconduct but of what could be done to retrieve that 
loss.” He held that there would have been no liability here because plaintiff 
had lost no rights against the insurance underwriter and had not shown that 
the delay had caused plaintiff to lose any rights to reach property belonging to 
the defaulter.
The opinion of the chief justice somewhat weakens this statement of the 
measure of damages. He writes: “In view of the conclusion I have reached 
with the majority of the court, I will not consider the question whether, if negli­
gence had been found, the defendants’ liability would only be for the amount 
which the plaintiffs could have recovered from (the defaulter) had they been 
duly warned. I would only say that such limitation does not seem to accord 
with the general principles of the law of damages as we have it here, although it 
seems to have recognition in special cases in some of the United States courts.”
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AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of the 
editor of the Students’ Department.]
Examination in Accounting Theory and Practice—Part II
May 12, 1933, 1:30 P.M. to 6:30 P.M.
The candidate must answer any two of the first three questions, No. 4, and No. 5 
or 6.
No. 1 (27 points):
Coal Distributors, Inc., closed its books for the fiscal year ended November 
30, 1932. On March 31, 1933, it was declared bankrupt.
You are engaged by the trustee to make an investigation of the transactions 
of the company between the dates specified and to render a report.
From the following data
(a) Prepare adjusted balance-sheets in columnar form.
(b) State the matters disclosed by your investigation which you would 
include in your report to the trustee, giving your reasons for con­
sidering them important.
The assets and liabilities, as shown by the books, were as follows:
November 30, 1932 March 31, 1933
In the course of your investigation the following information is obtained:
Cash in bank was applied by the depository as a partial offset to the notes. 
Cheques outstanding, at the date of application, March 31, 1933, totaled 





Reserve for bad debts.................. 7,300 7,300
Cash in bank................................. 2,200 1,700
Mineral rights............................... 8,600 8,600
Notes payable—bank................... 38,600 48,300
Office equipment........................... 5,200 5,200
Reserve for depreciation.............. 2,100 2,100
Trade acceptances received......... 19,000 15,000
“ “ discounted.. . 19,000 15,000
“ “ issued............ 51,000 62,000
Capital stock................................. 50,000 50,000
Surplus........................................... 9,000 2,200




White Heat Company.... 
All other customers...........
Officers and employees. . .
November 30, 1932 
Amount Considered 
owing worthless 





March 31, 1933 
Amount Considered 
owing worthless 





$260,000 $111,000 $292,000 $142,100
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In the files you find conclusive evidence that the worthlessness of the ac­
counts, as indicated, was well known to the officers on or before the respective 
dates.
Trade acceptances discounted were the direct obligations of Ruby Coal 
Company.
Mineral rights represented the cost, in 1920, of rights to extract certain 
subsurface deposits. Coal was mined on this property until about July 1, 
1924, when operations were discontinued.
Trade acceptances, and accounts payable, consisted of the following:
Creditor 
Greater Mines, Inc.........
Deep Valley Coal Co.... 
White Haven Mining Co. 
Pocahontas & Co............
All others.........................













Prior to November 30, 1932, only small and intermittent purchases had been 
made from White Haven Mining Company and Pocahontas & Co. Greater 
Mines, Inc., and Deep Valley Coal Company refused further credit to Coal 
Distributors, Inc. on or about November 30, 1932 (as evidenced by letters on 
file). The liabilities to these companies were discharged largely by delivery 
of train-loads of coal directly to customers of those companies (public utilities 
and coaling docks), such coal being shipped from the mines of White Haven 
Mining Company and Pocahontas & Co.
Solution:
(a) See following page.
The adjusting entries and working papers appearing on pages 229 and 
230 are given for explanatory purposes only, and are not to be considered 
as a necessary part of the solution required by the examiners.
(b) The following matters should be included in the report to the trustee: 
(1) The officers’ knowledge of the insolvency of the company at November 30, 
1932:
The files indicated that the officers knew of the worthlessness of the accounts 
receivable amounting to some $111,000, and they knew that the reserve for bad 
debts ($7,300) was insufficient. Provision for this loss, and that of the trade 
acceptance of the Ruby Coal Company, plus a write-off of the mineral rights 
would immediately show that the company was insolvent at November 30, 
1932.
(2) The action of the company in favoring certain creditors at the expense of 
others:
After the Greater Mines, Inc., and Deep Valley Coal Company had refused 
further credit to Coal Distributors, Inc., the liabilities to these companies were 
discharged by deliveries of coal purchased from White Haven Mining Company 
and Pocahontas & Co. This action is most unusual, in that the Greater Mines, 
Inc., and Deep Valley Coal Company were themselves producing companies. 
It would seem that in shutting off credit on or about November 30, 1932, these 
two creditors had knowledge of the insolvency of Coal Distributors, Inc., and 
that they were parties in collusion in preferential transfers of assets.
(3) Extension of additional credit to Ruby Coal Company and White Heat 
Company after the worthlessness of their accounts was known to the 
officers:





































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































No. 2 (27 points):
Company A is a holding company with subsidiary companies B, C, and D. 
From the information submitted, prepare a statement showing the earnings 
per share of all the companies applicable to that part of the common capital 
stock of Company A which is held by the public.
The income and surplus accounts of the several companies, for the year 





















Selling profit.................................. $ 858,000 $ 98,000 $ 51,000
Administrative and general ex­
penses ...................................... $ 4,400 320,000 40,000 22,000
Profit from operations................ $ 4,400* $ 538,000 $ 58,000 $ 29,000
Income credits:
Dividends from affiliated com­
panies .................................. $527,600 $ 36,350
Income from investments ....
Discount on purchases.............








$527,600 $ 104,350 $ 5,100 $ 2,800
Gross income................................. $523,200 $ 642,350 $ 63,100 $ 31,800
Income charges:
Discount on sales.....................
Interest paid Company B .... 







Federal tax on income for cur­
rent year—estimated...... 79,800 7,900 4,100
$ 1,800 $ 107,800 $ 13,500 $ 6,300
Net income.................................... $521,400 $ 534,550 $ 49,600 $ 25,500
Dividends paid:
On preferred stock.................... $ 75,000 $ 100,000
On common stock..................... 375,000 400,000 $ 40,000 $ 30,000
$450,000 $ 500,000 $ 40,000 $ 30,000
Surplus............................................ $ 71,400 $ 34,550 $ 9,600 $ 4,500
* Loss or deficit.
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The capitalization of the companies is as follows:
Number of shares 




Preferred stock.......................................... 100,000 3,000
Common stock.............................................. 500,000 6,000
Company B:
Common stock.............................................. 50,000 49,000
Company C—common stock.......................... 1,000 990
Company D— “ “ .......................... 1,500 1,480
All dividends on preferred stocks have been paid to the latest dividend 
dates at the full accumulative rates.
The unrealized intercompany profit in inventories was as follows:
December 31 
1931 1932
On sales of Company C to Company B.............................. $40,000 $44,000
On sales of Company D to Company B............................. 28,000 30,000
$68,000 $74,000
It is the intention of the companies to file individual federal-income-tax 
returns for the year.
Solution:
The problem does not state whether the preferred stocks of Companies A and 
B are participating or non-participating. Since this point has an important 
bearing upon the solution, and since court decisions may be found to support 
both viewpoints, two solutions are offered to the problem.
The following statement shows the separate earnings of Companies A and B 
before considering the intercompany stockholdings of those companies.
Company
A
Net income per books......................... $521,400
Less: intercompany dividends..........  527,600
Remainder............................................ $ 6,200
Less: increase in intercompany profit 
in inventories (see note):
Earned by C ($44,000—$40,000)..
Earned by D ($30,000—$28,000)..
Balance................................................ $ 6,200




Remainder—to parent company: 
C—owned by A........................ 45,104
D—owned by B...........................
Profits of A and B before considera­




























Notes.—It will be noticed that the intercompany profit in inventories has 
been eliminated upon the basis of 100 per cent., a procedure advocated by many 
accountants. Specific arguments for eliminating 100 per cent. of the inter­
company profits in this case are:
1. The minority interest is small.
2. This is a minor point in this problem.
3. The computation of minority interest in the profit on sales of Company D 
to Company B is complicated by the inter-holdings of A and B stock, 
and will vary according to the assumption as to participation of the pre­
ferred stock; as a result exact computation would require more time 
than the importance of the point would justify.
Also note that there is no way of ascertaining the accuracy of the federal 
income tax provisions for the current year, stated to be estimated.
It will be noticed that Company A holds stock of Company B and that Com­
pany B in turn holds stock in Company A. Furthermore, both companies have 
preferred and common stocks, and the percentages of ownership vary for the 
two classes of stock in each case. It will be necessary, therefore, to consider 
these factors in determining the earnings.
In the following equations, “a” and “b” represent the profits available for 
the equity stockholders of Companies A and B, respectively.
(I) Preferred stocks are non-participating:
A B
Profits, as above...................................................... $38,904.00 $521,360.00
Applicable to preferred stocks:
Company A (3% owned by B)........................ 75,000.00 2,250.00
Company B (96% owned by A)...................... 96,000.00 100,000.00
Profits available for common stock....................... $59,904.00 $423,610.00
Adjustment for intercompany stockholdings:
A owns 49,000 of B’s 50,000 common shares, or 98%







Then a=$ 59,904.00+.98 ($429,378.34)
= $ 59,904.00+$420,790.77
= $480,694.77
Profit per share of A common stock= $480,694.77÷500,000, or $ .9614
Proof: Total profits applicable to outside stock should equal $38,904.+ 
$521,360., or $560,264.
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Outside stock of Company A:
Preferred ($75,000 -$2,250)................................................ $ 72,750.00
Common, 494,000 shares, or ,988a..................................... 474,926.43
Outside stock of Company B:
Preferred ($100,000 -$96,000)............................................ 4,000.00
Common, 1,000 shares, or .02b........................................... 8,587.57
Total profit, as above............................................................... $560,264.00
(II) Preferred stocks are participating:
It is necessary to make a further assumption as to the basis of participation. 
The normal assumption, equal participation, is precluded by the amounts of 
dividends paid by Company B, and the statement in the problem that full 
dividends have been paid on preferred stocks.
It does not seem logical to make different assumptions with respect to the 
two companies, and this precludes interpretation of the dividend record for 
the year as indicating that Company A preferred was participating, and that 








Dividends Shares per share




Many assumptions are possible, but the most plausible appears to be that 
full dividends up to the point of participation have been paid, and that further 
profits are distributed equally to all stockholders.
Because of the difficulty of arriving at a correct basis of participation, the 
first solution presented appears to be preferable, and the following solution is 
given mainly to show the difference in calculation:
(IIa) Preferred stocks are fully participating after dividends have been paid 
on both classes of stock at the 1932 rates:
In effect, then, Company A preferred and common stocks share total profits 
equally, and Company B common receives an extra $4 per share, or $200,000, 
the remainder being divided equally. (In the case of Company B this is 




Adjustment for $4 per share to B common 
before equal participation...........................






Adjustment for intercompany stockholdings:
A owns 73,000 of B’s 75,000 total shares, or 97.33%
B owns 9,000 of A’s 600,000 total shares, or 1.5% 
a= $234,904.00+. 9733b 
b= $321,360.00+.015a
.015 a= b—$321,360.00
.015 a= .0146b+ 3,523.56 (from 1)
0 = .9854b —$324,883.56 (subtracting)
.9854 b= $324,883.56
b= $329,697.14
Then a= $234,904.00+.9733 ($329,697.14)
= $234,904.00+$320,905.22
= $555,809.22
Profit per share of A stock (preferred and common alike) = $555,809.22 ÷ 
600,000, or $ .9263.
Proof:
Outside stock of Company A, 591,000 shares, or 98.5%, 
earned .985a....................................................................... $547,472.08
Outside stock of Company B:
Common, extra $4.00 per share, 1,000 shares. . ............... 4,000.00
Both classes, equal participation, 2,000 shares, or 2.67%, 
earned .0267b................................................................. 8,791.92
Total profit, as above................................................................ $560,264.00
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[The questions and answers which appear in this section of The Journal of 
Accountancy have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in­
formation. The executive committee of the American Institute of Account­
ants, in authorizing the publication of this matter, distinctly disclaims any 
responsibility for the views expressed. The answers given by those who reply 
are purely personal opinions. They are not in any sense an expression of the 
Institute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Editor.]
VALUATION OF SECURITIES ON FINANCIAL STATEMENTS
Question: This refers to a statement by the comptroller of the currency that 
the government had determined to ignore for the purpose of bank statements, 
the quotations of the New York bond market, and to regard intrinsic values as 
the true basis for judging the worth of the securities held by national banks.
A number of financial institutions who are our clients have heard of this 
dictum and are insisting that in preparing statements of financial condition 
as at December 31st, we should, as auditors, ignore the then current quotations 
of securities and show them on such statements at their intrinsic worth. To 
determine intrinsic worth of securities is rather difficult for an accountant to do, 
and it of course means that the clients will expect them to be listed at what 
they think they are worth, which we are, of course, not inclined to do. This 
situation resolves itself into a matter of dickering with the client as to what 
they and we may think is the intrinsic value, a very unsatisfactory situation.
We feel rather inclined to insist upon the well recognized and sound rule here­
tofore followed of showing the securities at cost or market whichever is lower. 
The fact that conditions are somewhat abnormal does not, we think, warrant a 
departure from that rule. In view, however, of the statement of the comp­
troller of the currency, which, of course, affords an excellent precedent for our 
clients, we are somewhat at a loss to know what course to pursue. The matter 
has undoubtedly come up with other accountants and we shall be glad to have 
your advice as to the result.
Answer: This statement was undoubtedly based upon questions of public 
policy involved in the relations between the comptroller of the currency and 
the national banks, and between the national banks and the general public. 
There are in general two schools of thought on the question of public policy in­
volved, one, that it is dangerous to give the general public the true facts for fear 
of increased panic and hysteria, with consequent greater injury to financial insti­
tutions and business, and, two, that it is better to state the facts, as otherwise 




We believe that accountants in general would subscribe to the second view­
point, and if the matter were entirely in our hands we should undoubtedly 
insist upon a disclosure of all pertinent facts. That is undoubtedly the attitude 
that we should employ in preparing statements for business corporations. Our 
personal opinion is that we would not care to have our firm name attached to a 
balance-sheet of a financial institution on which the facts as to market quota­
tions of securities were not indicated clearly in some form. If, from the stand­
point of public policy, a financial institution desires to put out its statements 
without disclosing all pertinent facts, it obviously has the right to do so, the re­
sponsibility then being only that of the officers and directors, but we do not 
think any such institution can expect a public accountant to lend his name and 
certificate to such a statement, where facts that accountants believe are essen­
tial are omitted from the statement.
We agree with the suggestion made in the question, that it is not practical 
to determine “intrinsic value” of securities, and that the only well recognized 
measure is that of actual quotations, or bid prices on a recognized exchange.
If some public bureau or official having authority to make such a decision 
requires or recommends the use of some basis other than current quotations 
(such, for example, as market quotations for June 30, 1931), that plan may be 
followed, but the fact that the securities are stated on the basis of June 30, 
1931, market quotations should be clearly noted on the statement.
DISCLOSURE ON BALANCE-SHEET OF COMMISSION 
FOR SALE OF STOCK
Question: A corporation issued 50,000 shares of non-par value stock, author­
ized by the directors to be sold at $5.00 per share, less a commission of 10 per 
cent. for selling, or a net sale price per share of $4.50. The gross sale price of 
all of the shares was $250,000, and the total commission $25,000, net proceeds 
being $225,000.
In preparing a balance-sheet for the company the accountant was requested 
to include therein the capital stock of the company as follows:
Capital stock:
No par value, authorized and issued, 50,000 shares.......... $225,000
without making any disclosure on the balance-sheet (certified) or in a report 
to the stockholders regarding the amount of the selling commission.
Is it proper for him to comply with this request?
Answer No. 1: We wish to say that it appears to have been the intent of the 
directors of the corporation to sell the 50,000 shares of no-par-value stock for 
$225,000. That amount is in fact the capital with which the corporation starts 
business. The very purpose of no-par-value stock is to afford a disclosure of 
the actual amount of capital paid in for such stock, and certainly no one can 
question the fact that the corporation in this case started business with a 
capital of $225,000 and not $250,000.
Some might argue that the gross amount of $250,000 should appear as the 
value of the capital stock and that the commission should be shown per contra 
as organization expense, to be subsequently amortized. This would unques­
tionably have to be done in the case of a par value stock. Ordinarily, however, 
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in the case of no-par-value stock the board of directors have the right to sell it 
for a reasonable value which the board of directors may determine.
Answer No. 2: If commission is legally payable under the state, we are in­
clined to think that it would be proper to state the figures net.
From an accounting standpoint, however, we think it would be preferable to 
add the words “net cash proceeds,” or other indication that some deduction 
had been made. It might be a good thing to point out that the stockholders 
must have been aware that they had paid $5.00 per share for the stock and it 
would prevent inquiries as to why some people had apparently received it for 
less.
If there are no requirements under state law to state the amount of commis­
sion allowed on the sale of shares, we would not be prepared to go so far as to 
say it was improper to certify the balance-sheet as required, but consider the 
other course better.
ACCOUNTING TREATMENT OF CARTAGE, CASH DISCOUNT 
AND GOODS IN TRANSIT
Question: I have always considered the answers to the following question ele­
mentary, but I now find there is some difference of opinion.
1. Do you treat cartage inward as part of the cost of goods or as an expense?
2. In certifying the value of inventory do you deduct from said value, as­
suming it is properly valued (at cost or market, whichever is lower) 
true cash discount?
3. Do you include goods in transit as part of the inventory and as part of 
the accounts payable or do you merely make a footnote on the balance- 
sheet or do you make no mention of it at all?
Answer: 1. The federal reserve board in its publication entitled Approved 
Methods for the Preparation of Balance-sheet Statements, on page 12, states: “If 
duties, freight, insurance, and other direct charges have been added, test them 
to ascertain that no error has been made. Duties and freight are legitimate 
additions to the cost price of goods, but no other items should be added except 
under unusual circumstances.” This quotation is sufficient authority to 
support the treatment of inward freight as part of the cost of goods.
As far as practice is concerned, we so include inward freight. If the books 
of account treat freight as an expense, we would probably adjust to include in 
merchandise costs, as far as our statements are concerned, unless the item were 
relatively unimportant.
2. The same publication previously referred to, states on page 14: “Trade 
discounts should be deducted from inventory prices, but it is not customary to 
deduct cash discounts. However, this may be done when it is trade practice 
so to do.”
As a matter of practice, we distinguish cash discounts from trade discounts 
by treating any discount of 2 per cent. or less as a cash discount. We always 
deduct trade discounts and, generally speaking, do not deduct cash discounts 
from inventories, but take care to make the requisite adjustments where ac­
counts payable are net of cash discounts.
3. It is our practice always to include goods in transit in the inventory and 
in accounts payable, indicating the amount.
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